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FOREWORD 


When the members of the Rowell-Sirois Commission began their collec- 
tive task in 1937, very little was known about the evolution of the 
Canadian economy. What was known, moreover, had not been exten- 
sively analyzed by the slender cadre of social scientists of the day. 

When we set out upon our task nearly 50 years later, we enjoyed a 
substantial advantage over our predecessors; we had a wealth of infor- 
mation. We inherited the work of scholars at universities across Canada 
and we had the benefit of the work of experts from private research 
institutes and publicly sponsored organizations such as the Ontario 
Economic Council and the Economic Council of Canada. Although 
there were still important gaps, our problem was not a shortage of 
information; it was to interrelate and integrate — to synthesize — the 
results of much of the information we already had. 

The mandate of this Commission is unusually broad. It encompasses 
many of the fundamental policy issues expected to confront the people 
of Canada and their governments for the next several decades. The 
nature of the mandate also identified, in advance, the subject matter for 
much of the research and suggested the scope of enquiry and the need for 
vigorous efforts to interrelate and integrate the research disciplines. The 
resulting research program, therefore, is particularly noteworthy in 
three respects: along with original research studies, it includes survey 
papers which synthesize work already done in specialized fields; it 
avoids duplication of work which, in the judgment of the Canadian 
research community, has already been well done; and, considered as a 
whole, it is the most thorough examination of the Canadian economic, 
political and legal systems ever undertaken by an independent agency. 

The Commission’s research program was carried out under the joint 


direction of three prominent and highly respected Canadian scholars: 
Dr. Ivan Bernier (Law and Constitutional Issues), Dr. Alan Cairns (Pol- 
itics and Institutions of Government) and Dr. David C. Smith (Economics). 

Dr. Ivan Bernier is Dean of the Faculty of Law at Laval University. 
Dr. Alan Cairns is former Head of the Department of Political Science at 
the University of British Columbia and, prior to joining the Commission, 
was William Lyon Mackenzie King Visiting Professor of Canadian Stud- 
ies at Harvard University. Dr. David C. Smith, former Head of the 
Department of Economics at Queen’s University in Kingston, is now 
Principal of that University. When Dr. Smith assumed his new respon- 
sibilities at Queen’s in September 1984, he was succeeded by 
Dr. Kenneth Norrie of the University of Alberta and John Sargent of the 
federal Department of Finance, who together acted as Co-directors of 
Research for the concluding phase of the Economics research program. 

I am confident that the efforts of the Research Directors, research 
coordinators and authors whose work appears in this and other volumes, 
have provided the community of Canadian scholars and policy makers 
with a series of publications that will continue to be of value for many 
years to come. And I hope that the value of the research program to 
Canadian scholarship will be enhanced by the fact that Commission 
research is being made available to interested readers in both English 
and French. 

I extend my personal thanks, and that of my fellow Commissioners, to 
the Research Directors and those immediately associated with them in 
the Commission’s research program. I also want to thank the members of 
the many research advisory groups whose counsel contributed so sub- 
stantially to this undertaking. 


DONALD S. MACDONALD 


INTRODUCTION 


At its most general level, the Royal Commission’s research program has 
examined how the Canadian political economy can better adapt to 
change. As a basis of enquiry, this question reflects our belief that the 
future will always take us partly by surprise. Our political, legal and 
economic institutions should therefore be flexible enough to accommo- 
date surprises and yet solid enough to ensure that they help us meet our 
future goals. This theme of an adaptive political economy led us to 
explore the interdependencies between political, legal and economic 
systems and drew our research efforts in an interdisciplinary direction. 

The sheer magnitude of the research output (more than 280 separate 
studies in 70+ volumes) as well as its disciplinary and ideological 
diversity have, however, made complete integration impossible and, we 
have concluded, undesirable. The research output as a whole brings 
varying perspectives and methodologies to the study of common prob- 
lems and we therefore urge readers to look beyond their particular field 
of interest and to explore topics across disciplines. 

The three research areas, — Law and Constitutional Issues, under 
Ivan Bernier; Politics and Institutions of Government, under Alan Cairns; 
and Economics, under David C. Smith (co-directed with Kenneth Norrie 
and John Sargent for the concluding phase of the research program) — 
were further divided into 19 sections headed by research coordinators. 

The area Law and Constitutional Issues has been organized into five 
major sections headed by the research coordinators identified below. 


* Law, Society and the Economy — Ivan Bernier and Andrée Lajoie 


* The International Legal Environment — John J. Quinn 
* The Canadian Economic Union — Mark Krasnick 


x 


¢ Harmonization of Laws in Canada — Ronald C.C. Cuming 
¢ Institutional and Constitutional Arrangements — Clare F. Beckton 
and A. Wayne MacKay 


Since law in its numerous manifestations is the most fundamental means 
of implementing state policy, it was necessary to investigate how and 
when law could be mobilized most effectively to address the problems 
raised by the Commission’s mandate. Adopting a broad perspective, 
researchers examined Canada’s legal system from the standpoint of how 
law evolves as a result of social, economic and political changes and 
how, in turn, law brings about changes in our social, economic and 
political conduct. 

Within Politics and Institutions of Government, research has been 
organized into seven major sections. 


* Canada and the International Political Economy — Denis Stairs and 
Gilbert Winham 

¢ State and Society in the Modern Era — Keith Banting 

¢ Constitutionalism, Citizenship and Society — Alan Cairns and 
Cynthia Williams 

¢ The Politics of Canadian Federalism — Richard Simeon 

¢ Representative Institutions — Peter Aucoin 

¢ The Politics of Economic Policy — G. Bruce Doern 

¢ Industrial Policy — André Blais 


This area examines a number of developments which have led Canadians 
to question their ability to govern themselves wisely and effectively. 
Many of these developments are not unique to Canada and a number of 
comparative studies canvass and assess how others have coped with 
similar problems. Within the context of the Canadian heritage of parlia- 
mentary government, federalism, a mixed economy, and a bilingual and 
multicultural society, the research also explores ways of rearranging the 
relationships of power and influence among institutions to restore and 
enhance the fundamental democratic principles of representativeness, 
responsiveness and accountability. 
Economics research was organized into seven major sections. 


¢ Macroeconomics — John Sargent 

¢ Federalism and the Economic Union — Kenneth Norrie 

¢ Industrial Structure — Donald G. McFetridge 

¢ International Trade — John Whalley 

¢ Income Distribution and Economic Security — Francois Vaillancourt 
¢ Labour Markets and Labour Relations — Craig Riddell 

¢ Economic Ideas and Social Issues — David Laidler 


Economics research examines the allocation of Canada’s human and 
other resources, the ways in which institutions and policies affect this 


xii 


allocation, and the distribution of the gains from their use. It also 
considers the nature of economic development, the forces that shape our 
regional and industrial structure, and our economic interdependence 
with other countries. The thrust of the research in economics is to 
increase our comprehension of what determines our economic potential 
and how instruments of economic policy may move us closer to our 
future goals. 

One section from each of the three research areas — The Canadian 
Economic Union, The Politics of Canadian Federalism, and Federalism 
and the Economic Union — have been blended into one unified research 
effort. Consequently, the volumes on Federalism and the Economic 
Union as well as the volume on The North are the results of an inter- 
disciplinary research effort. 

We owe a special debt to the research coordinators. Not only did they 
organize, assemble and analyze the many research studies and combine 
their major findings in overviews, but they also made substantial contri- 
butions to the Final Report. We wish to thank them for their perfor- 
mance, often under heavy pressure. 

Unfortunately, space does not permit us to thank all members of the 
Commission staff individually. However, we are particularly grateful to 
the Chairman, The Hon. Donald S. Macdonald; the Commission’s Exec- 
utive Director, J. Gerald Godsoe; and the Director of Policy, Alan 
Nymark, all of whom were closely involved with the Research Program 
and played key roles in the contribution of Research to the Final Report. 
We wish to express our appreciation to the Commission’s Administrative 
Advisor, Harry Stewart, for his guidance and advice, and to the Director 
of Publishing, Ed Matheson, who managed the research publication 
process. A special thanks to Jamie Benidickson, Policy Coordinator and 
Special Assistant to the Chairman, who played a valuable liaison role 
between Research and the Chairman and Commissioners. We are also 
grateful to our office administrator, Donna Stebbing, and to our sec- 
retarial staff, Monique Carpentier, Barbara Cowtan, Tina DeLuca, 
Francoise Guilbault and Marilyn Sheldon. 

Finally, a well deserved thank you to our closest assistants: Jacques 
J.M. Shore, Law and Constitutional Issues; Cynthia Williams and her 
successor Karen Jackson, Politics and Institutions of Government; and 
I. Lilla Connidis, Economics. We appreciate not only their individual 
contribution to each research area, but also their cooperative contribu- 
tion to the research program and the Commission. 


IVAN BERNIER 
ALAN CAIRNS 
DAVID C. SMITH 
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AUTHORS’ INTRODUCTION 


The concepts federalism and economic union figured prominently in the 
mandate of this Commission, even to the point of contributing to its 
name. The preamble to the terms of reference states that ‘‘to respond to 
the challenges of rapid national and international change in order to 
realize Canada’s potential and to secure sustained economic and social 
progress, it will be of importance to achieve greater understanding of the 
aspirations of the regions of Canada, greater co-ordination between 
actions of governments in Canada and greater support for the Canadian 
economic union.” From this, the Commission is asked “‘to inquire into 
and report upon the long-term economic potential, prospects and chal- 
lenges facing the Canadian federation and its respective regions,” 
including consideration of “‘regional economic development oppor- 
tunities and constraints in a national economic framework” and of ‘“‘the 
integrity of the Canadian economic union as it relates to the unity of 
Canada and the ability of all Canadians to participate in increased 
economic prosperity.” The Commission’s study of institutional arrange- 
ments is to include an examination of “the appropriate allocation of 
fiscal and economic powers, instruments and resources as between the 
different levels of governments and administrations” and of “changes in 
the institutions of national government so as to take better account of the 
views and needs of all Canadians and regions, and to encourage the 
further development of the Canadian economic union.” 

The prominence given to these issues in the Commission’s mandate 
reflects the scrutiny they have recently received in the country at large. 
A series of developments over the last 25 years has drawn attention to 
the institutions and operation of Canadian federalism to an extent 
unparalleled since the 1930s. Quebec’s Quiet Revolution triggered the 
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first phase of this re-examination, leading to the establishment of a royal 
commission on Bilingualism and Biculturalism in 1963, and eventually to 
the Official Languages Act in 1969. Quebec’s key role continued into the 
next decade with the election of the Parti Québécois in 1976 and the 
referendum on sovereignty association in 1980. Quebec did not approve 
the revised Constitution that was proclaimed in April 1982. While the 
1982 Constitution Act does apply to Quebec, securing Quebec’s support 
for it is the most important piece of unfinished business remaining from 
the constitutional review process. 

Over the last decade there have been other equally serious strains on 
the federation, many of which have carried through to the present. 
Energy issues split the country between consumers and producers, 
pitting east against west and leading to a frantic, if apparently short- 
lived, western separatist movement. Related conflicts over ownership of 
resources threatened Ottawa-Newfoundland relations for a time. Fed- 
eral tax reforms were a constant source of provincial frustration, causing 
first Ontario and then Alberta to consider withdrawing further from the 
tax collection agreements. Ottawa’s attempt to patriate the Constitution 
unilaterally if necessary provoked a major crisis in federal-provincial 
relations. Medicare and other social programs came under dispute as 
shrinking government revenues at both levels raised jurisdictional bat- 
tles anew. Many other examples could be cited, but they only reinforce 
the view that Canadian federalism has been sorely tested since the 
mid-1970s and that its capacity to manage the inherent tensions of a 
regionally divided society has been in question. 

To many, the diagnosis is the same as that made by an earlier genera- 
tion of observers, namely that Canadian federalism is in serious trouble 
and will require major reforms if we are to survive into the 21st century. 
Interestingly, though, while there may be a widespread perception that 
the system is flawed, there is certainly no consensus as to where the 
difficulties lie. There are at least three identifiable types of dissatisfaction 
with the current arrangements. 

First, some critics maintain that regional interests (i.e., the interests of 
provincial governments) have become so dominant, contrary to the 
spirit of Confederation, that the economic and political viability of the 
nation is seriously threatened. Canada is fragmented, or “balkanized,”’ 
to use the language of this group. This is the position the federal govern- 
ment took in the early 1980s, most notably in the period leading up to the 
patriation of the Constitution. It is also a view that finds considerable 
sympathy in the country at large. 

Concern over the economic consequences of federalism takes two 
forms. There is first a perception that the number and significance of 
interprovincial barriers to the free flow of goods, services and factors has 
been steadily increasing, thus further fragmenting an already loosely 
integrated economic union. This issue first appeared in a publication 
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prepared for the Privy Council Office (Safarian, 1974). It was taken up by 
the Ontario Economic Council on two separate occasions (Trebilcock et 
al., 1977 and Trebilcock et al., 1983) and again by Safarian (1980), not 
surprisingly perhaps given the importance of the issue to Ontario. Its 
most dramatic formulation, however, came with the release of the so- 
called Chrétien paper (Chrétien, 1980), and with the injection of the 
economic union issue into the Constitution debate at that time. 

The other concern often expressed is that the federal system lacks the 
capacity to manage economic and social change effectively in the future. 
There is a widespread belief that the world is fast becoming an 
increasingly hostile one economically and that Canada is particularly ill 
prepared to face this future. Technological change is rapidly creating 
new industries, and just as quickly destroying old ones. Numerous “new 
Japans” are emerging to cut into our already dwindling domestic and 
export markets. To meet these and other challenges, it is argued, we 
require daring and innovative policies. However, divided jurisdiction 
over economic matters makes this all but impossible to achieve. Only a 
strong central government, imbued with all the authority it needs to 
restructure the economy, it is said, can respond effectively to the diffi- 
culties we shall face over the coming decades. 

This concern with the strength of the economic union has crucial 
social and political dimensions as well. Many people feel that the 
increasing erosion or even total absence of national standards in such 
things as medicare and education are slowly destroying the concept of a 
national community and the sense that citizens should be treated 
equally, wherever they live. Similarly the freedom to move to any part of 
Canada, or to sell one’s products anywhere in Canada without prejudice, 
is held to be an inalienable right of national citizenship. To compromise 
this is to compromise the nation, irrespective of how important or 
unimportant it may be in terms of economic efficiency. The growth of 
regionalism and provincialism, from this perspective, is a threat to an 
overarching Canadianism, which must be focussed on the national 
government. 

To a second group of observers, the problem with Canadian federalism 
is exactly the reverse. For them, the difficulty lies not with the provinces 
but with a central government which is not sufficiently representative of 
all regions, which does not hesitate to intervene actively in areas of 
provincial concern, and which often does so deliberately in the interests 
of some regions at the expense of others. Provincial governments have 
obviously taken this line; but as with the above-mentioned view, there is 
considerable public sympathy for it as well. Ottawa’s initiatives after 
1980 in the areas of energy, constitutional reform, regional development, 
fiscal arrangements, and transportation are prominent examples of these 
contentions. These measures, often described collectively as the “new 
federalism,” were designed to end the perceived trend toward 
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decentralization and to reassert the authority and presence of the central 
government. Often these complaints are compounded by a belief that 
Ottawa has been demonstrably unsuccessful in carrying out even those 
functions for which it has primary or exclusive responsibility. The 
uneven record on combatting inflation, the much-publicized federal 
deficit, and continuing regional disparities are commonly cited in this 
regard. 

Concern over the representativeness of the federal government and 
the fairness of its policies has stemmed in part from the apparent col- 
lapse of the national party system. All major parties have in the past 
lacked representation in important areas of the country: the governing 
Liberals in the West and the Conservatives and NDP in Quebec. The 
result is that national policies have increasingly come to look like 
regional ones, and significant portions of the population feel unrepre- 
sented in the cabinet and in the governing party in Parliament. Provincial 
governments have stepped into this vacuum, arguing that they alone can 
effectively represent regional interests, but Ottawa has continued to 
pursue what are in its view legitimate national goals, even when these 
goals have quite different impacts across regions. Ottawa’s response to 
criticism of these actions has been to propose reforms to the electoral 
system or the Senate, or to make federal agencies more regionally 
responsive. Yet the lack of progress in this area has only heightened 
many people’s dissatisfaction with central government measures. 

For a third group of critics of Canadian federalism the problem lies not 
in too much or too little decentralization per se but rather in the apparent 
inability of politicians to reconcile regional and national interests and to 
govern effectively, however jurisdiction is divided. These critics blame 
the federal system itself, with its overlapping and competing authorities 
extending government into more and more spheres of society. They view 
it as the main source of policy deadlocks and inflexibility, and the prime 
cause of conflict. This opinion was expressed often at Commission 
hearings. There was a strong feeling that governments at all levels were 
too preoccupied with defending and expanding their own turf, often to 
the detriment of the population in general. For example, it was felt that 
intergovernmental conflicts over energy went on far longer than neces- 
sary, at a terrible cost both to consumers and producers; and that 
federal-provincial committees on everything from tax reform to water- 
fowl migration were wasteful and served only as forums to fight 
unnecessarily long and tedious jurisdictional battles. Thus, far from 
providing us the tools to reconcile our differences, federal institutions, 
and the leaders who ran them, actually create and exacerbate conflict. 

Not all diagnoses of the weaknesses of Canadian federation are this 
pessimistic. A number of observers have noted, for example, that the 
economic case against existing economic barriers is still weak, and that 
many of the barriers that do exist often have an apparently legitimate 


basis in a regionally diverse nation. Many, perhaps even most of the 
“distortions” originate with Ottawa rather than with provincial capitals. 
Others point to the great degree of harmonization in tax and other 
matters in Canada, decentralized authority notwithstanding. “Divided 
jurisdiction” has neither prevented the ability of Canadians to develop 
an advanced welfare state nor frustrated achievement of other widely- 
held goals. What some see as protracted conflict in the energy field, 
others view as a reasonably speedy resolution of a uniquely divisive 
issue. They point out that we have survived, at least thus far, the election 
of an avowedly separatist provincial government, a referendum on sov- 
ereignty association, a western independence movement, and more. 
Problems certainly do exist, but there are none that cry out for a major 
overhaul of institutions that have evolved satisfactorily over the last 118 
years. 

These debates on Canadian federalism can be summarized in the form 
of three questions, each of which notes a gap between what we expect of 
our federation and what it actually provides. The first expectation of 
federalism is that it should allow us to be simultaneously members of a 
regional and national community. We think of ourselves as Albertans or 
Québécois or Newfoundlanders, and as Canadians. Yet, for an extended 
period, regional and national communities have seemed to be in conflict, 
with Canadians being asked to choose between them. Hence, the first 
question: Has Canadian federalism lost its ability to permit, much less 
nurture, our dual community loyalties? 

The second expectation Canadians hold is that federalism should 
provide us with a more open, accessible, accountable, and flexible 
system of government; in short, one that is more democratic. Yet it is 
widely believed that “executive federalism,” as it has come to be called, 
is anything but open and representative. Many view it as government by 
elites, in violation of parliamentary tradition and hostile to any interest 
that is not territorially based. Thus, the second question: Has Canadian 
federalism become less an expression of democratic values than a bar- 
rier to them? 

The final issue relates to the effectiveness with which government 
carries out its economic and social policy management roles in society. 
Many theorists of federalism hold that it is the most efficient and inno- 
vative form of government organization for a regionally diverse society 
such as ours. Yet Canadians seem to be faced with an increasing pro- 
liferation of restrictions on their ability to move their products, or 
savings, or even themselves to other provinces; and they must deal with 
policy paralysis as governments fight among themselves for control in 
one area after another. Hence, the final question: Has Canada’s eco- 
nomic performance been made notably worse by virtue of our particular 
brand of federalism? 

The present monograph, like the research stream it introduces, is 


structured to answer these three basic questions. We evaluate federalism 
in Canada according to three basic criteria: Those of community, democ- 
racy, and functional effectiveness. We begin in Part I by asking why 
rational citizens would ever opt for a system of government that involves 
dividing constitutional authority among two or more jurisdictions. By 
posing the question in this manner, we hope to be able to illustrate why 
federalism is expected to be more efficient, more democratic, and more 
able to sustain dual community loyalties. To explain what is expected of 
federalism, though, is at the same time to outline the criteria by which 
specific institutional arrangements can be judged. Thus, the approaches 
developed in Part I provide the structure for the analysis of federalism 
that occupies the remainder of the monograph. We also hope that in the 
process of outlining this theoretical material we shall be able to inform 
our readers, be they economists, political scientists, or lawyers, about 
how the other two disciplines approach the study of federalism. 

Part II is devoted to the practices of Canadian federalism. We proceed 
by examining in turn four basic institutional requirements of any federal 
system. First we look at the division of powers and then at the pro- 
cedures for refereeing disputes and amending the Constitution. Next we 
examine intergovernmental fiscal arrangements, considering first how a 
system would look in principle and then how closely the Canadian scene 
approximates this theoretical ideal. Following this, we examine the 
mechanisms and processes of intergovernmental relations. Govern- 
ments in any federation are inevitably interdependent, whether among 
provinces or whether between provinces and the federal government. 
Throughout, we shall contrast the operation of federalism seen as a 
division of powers and as a set of interrelationships among governments 
with an alternate model emphasizing the representation of regions or 
provinces within the central government. Both structures are essential if 
we are to accommodate regional and national interests effectively. 

Our task in Part II is evaluative. We are interested in how closely 
Canadian federal institutions match the criteria developed in Part I. How 
effectively do they operate? How democratic are they? How suc- 
cessfully do they reconcile regional and national loyalties? What are the 
main directions for reform in instances where problems can be identi- 
fied? We pose these questions of each of the institutions in turn, but we 
also ask them of the set taken as a whole. To what extent can flexibility in 
one area compensate for rigidities in another? Is an ability to substitute 
among techniques necessarily always a good thing? Thus, the final 
chapter in this part is devoted to what has been called “Canada’s living 
constitution.” 

Part III switches the focus to the relationship between federalism and 
economic performance. Two questions are posed here. We ask whether 
our economic record is notably worse as a result of divided authority 
over economic and social policy issues. The criteria used are familiar. Is 


the allocation of resources affected adversely? In particular, given the 
mandate of the Commission, how seriously do barriers to the interpro- 
vincial movement of products and factors distort the national economy? 
Is the ability to implement stabilization measures compromised to the 
point that the record is less successful than it might otherwise have 
been? Is the distribution of income acceptable? What reform proposals 
have been made? These questions are posed initially from the perspec- 
tive of the national economy. We go beyond this, however, to ask 
whether national policies are also “fair” when judged from the vantage 
point of individual regions. As with the design of institutions, we ask this 
question of each major economic policy, but we also ask it of the set asa 
whole. 

Federalism, like all other political institutions, is at once a reflection of 
the society in which it is embedded and a set of rules and structures 
which influence the evolution of society and its capacity to react to new 
situations. The practice of Canadian federalism has changed dramat- 
ically in response to changing demands and expectations. It will 
undoubtedly continue to adapt in the future. Accordingly, in Part IV, we 
speculate on the implications for federalism of some of the major forces, 
domestic and international, that are likely to confront us in the future. 
Part V is a general conclusion to the study. This is more of a personal 
statement than the preceding ones in that it contains our own judgment 
of federalism in general and of Canadian federalism in particular. 
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Chapter 1 


Introduction 


Federalism can be defined as a set of political institutions in which 
government powers and responsibilities are shared between a national 
government, spanning the entire population, and one or more sets of 
regional units. Each is formally sovereign in its designated sphere of 
responsibility. Individuals will be subject to, and identify with, a number 
of jurisdictions simultaneously; each government is independently 
accountable to its own electorate. As such, a federation can be dis- 
tinguished from, on the one hand, a unitary state where all authority 
rests ultimately with a central government and, on the other hand, a 
confederation where the member states retain ultimate control. Within 
this broad definition are many variations: federations differ widely not 
only in the degree of centralization or decentralization, but also in their 
institutional forms and practices. 

The obvious theoretical issue to be joined at the outset is why fed- 
eralism exists as a form of government. Why would rational citizen/ 
voters opt for a political system that accords sovereignty simultaneously 
to more than one level of authority? There is more than just abstract 
political theory at issue here. To ask why divided political authority is 
attractive is at the same time to inquire into the principles upon which 
the actual assignment of powers should be based. Specifically, by what 
criteria should responsibilities be allocated to regional political authori- 
ties? Which responsibilities should be retained by the national govern- 
ment? Which, if any, should be made concurrent? If we can come to 
understand why any particular country chose federalism as a form of 
government, we shall also have the criteria for evaluating how successful 
that nation has been in implementing it, and for proposing reforms to it. 
As one of the present writers put the issue (Simeon, 1982, pp. 131 — 32): 


By what standards or yardsticks can we assess, evaluate, justify, defend, or 
attack the structure and operation of a federal system? Is it possible to 
establish normative criteria to judge success or failure, or against which to 
weigh alternative proposals for change? . . . Federalism is not an end in 
itself, not something which can be inherently “balanced” or “unbalanced.” 
Federalism ...is valued or criticized because it is felt to promote (or 
constrain) other important values, and is believed to have certain kinds of 
effects. 


There are at least three distinct approaches to the study of federalism. 
One, found predominantly in public finance literature, might be termed a 
functional perspective to the division of powers. The starting point in 
this case is with the roles government plays in a market economy. If it 
can be demonstrated that public-sector intervention can at times 
improve the allocation or distribution of a nation’s resources, are there 
also circumstances when dividing the authority to do so among two or 
more jurisdictions might be even better? The stress, in other words, is on 
the effectiveness with which government carries out its tasks. Chapter 2 
outlines this functional approach to federalism, beginning with a brief 
discussion of the role of government in the economy and then looking at 
several approaches that fall under this heading. 

A second approach to the subject, one that is more dominant in the 
American than Canadian tradition, is to see federalism as an instrument 
of democracy and to judge it in terms of its ability to sustain certain 
democratic values. By dividing and fragmenting power, federalism is 
held to minimize the dangers of the tyranny of the majority, to limit and 
constrain authority, and to provide more opportunities for citizen choice 
and participation. This view of federalism, however, runs counter to an 
alternative conception of democracy, namely one that emphasizes 
majority rule. In this conception, federalism, precisely because it does 
fragment authority, has often been held to frustrate the will of the people. 
These issues are taken up in Chapter 3. 

Both the functional and the democratic approaches to federalism 
proceed from a perception of citizens as individuals — as consumers, 
producers, or voters. The final set of writings to be surveyed in Part I 
alters this perspective somewhat. Federalism is seen instead to be rooted 
in alternative conceptions of the nature of the political community with 
which citizens identify and to which they owe loyalty. Federalism, in this 
sense, is predicated on the idea of multiple loyalties. Individuals are 
members both of an overarching national, country-wide community and 
of provincial or regional communities. Federalism, then, as a set of 
political institutions, is both a reflection of the existence of such dual 
loyalties and an influence that helps to define and shape them. Chapter 4 
summarizes this literature briefly. 

These three perspectives on federalism, while analytically distinct, 
are not mutually exclusive in the sense that if one of them is found to be 
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pertinent to a particular society, the others are therefore necessarily 
irrelevant. All are important, although they are not necessarily equally 
salient at all points in a nation’s history. Chapter 5 explores the interrela- 
tionships among the three sets of criteria in the context of applying them 
very briefly to Canadian constitutional history. 
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Chapter 2 


Functional Models of Federalism 


The Commission papers by Gérard Bélanger and Garth Stevenson give 
more detailed reviews of approaches to federalism. The titles and vol- 
ume number of these papers can be found in Appendix A. 


Least-Cost Models 


Economic theory normally groups public-sector functions under three 
headings: allocation, stabilization, and income redistribution.! Alloca- 
tion refers to government’s role in correcting what are termed market 
failures; that is, instances where purely private economic calculus 
results in a resource allocation that is judged to be socially inefficient. 
Private markets will underproduce some types of goods and services — 
defence, education, culture, or national sovereignty — and will over- 
produce others, for example as when the environment is treated as a 
costless receptacle for industrial wastes. Government can correct for 
underproduction by making contribution compulsory through taxes and 
by making the product available to all. Conversely, it can attenuate 
excesses in production by regulating industry directly or, in the case of 
underevaluation of the environment, by imposing a charge for using it 
that is equal to the estimated value of the ecological damage. 
Government has a stabilization role because of a belief that free- 
market economies are susceptible to periodic costly and disruptive 
macroeconomic fluctuations, that natural equilibrating mechanisms 
which would return the economy to full employment without creating 
inflation are either nonexistent or at least very slow, and that judicious 
use of taxation, spending, and regulatory powers, along with control of 
the money supply, can help avoid these extremes. Redistributive mea- 


sures exist whenever the distribution of income that results from a purely 
competitive environment, be it among individuals, groups, or regions, Is 
more unequal than what society judges as fair. 

These general precepts do not at all imply that the role of government 
in the economy will be immutable over time. Quite the contrary. The 
need for corrective measures from a resource allocative viewpoint will 
continually shift as technology and changing citizen tastes and attitudes 
generate new products and production processes, and as they expand 
the size and range of operations of businesses or inject new societal goals 
into political debates. Perceptions as to the appropriate degree of sta- 
bilization measures, or the manner in which they are to be introduced, 
similarly alter continually. Equally clearly, concepts of how much to 
redistribute, to which groups and through which mechanisms also 
evolve over time. Thus, government’s legitimate and proper role in the 
economy will be in constant flux, with pressures pushing one way for an 
expanded presence and, less obviously perhaps, others pushing for a 
reduced presence. 

Market failure, stabilization requirements, and redistributive goals 
may explain the existence of government in a society, but they indicate 
nothing about its proper form. From the functional perspective, the 
attractiveness of a federal arrangement rests on the belief that it can 
carry out these public-sector responsibilities more effectively than a 
unitary state can. Costs, in terms of resources diverted to governments, 
can be minimized if responsibilities are allocated properly. Why this 
might be the case can best be explained by looking briefly at the evolu- 
tion of least-cost theories of federalism. 

The simplest least-cost models of federalism are based on a com- 
parison of the benefits of decentralizing government responsibilities 
with the costs of doing so. (See Oates, 1972.) The attractiveness of 
devolving political responsibility follows once the nature of government 
output is understood. The provision of goods and services collectively 
through a majority-vote rule corrects for market failures as described 
above, but at a cost to the individual. All consumers now face the same 
quantity and mix of public goods, or the same set of regulations. There is 
no room for individual variation as there is with private goods. The 
greater the variance in preferences among the minority with respect to 
the characteristics of the good or service in question, the greater is the 
number of people who will be unhappy with the outcome. 

If preferences vary by sex or age or hair colour, federalism can do little 
to rectify the problem. Suppose, however, that tastes toward public 
goods vary systematically by region. In this case, an alternative to 
supplying government services uniformly over the entire population is to 
create a number of local governments, each responsible to its own 
constituency for at least some types of public-sector output and regula- 
tion and each free to vary these according to the wishes of the local 
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majorities. One can easily demonstrate that such a policy would 
increase the number of individuals content with majority-vote results, 
presumably thereby increasing the value of the government intervention. 

Nevertheless, such a decentralization of authority would reintroduce 
all the problems that collective action was intended to offset in the first 
place. Regional governments would be responsible to their own constitu- 
ents and would, quite understandably, ignore the effects of their policies 
on residents of other jurisdictions. Thus, if interregional spillovers 
(externalities) are at all important, the problems of under- or overprovi- 
sion arise anew. Equally, if there truly are economies of scale in some 
public-sector outputs, fragmenting production among several regional 
units precludes appropriating these gains. In general, when the geo- 
graphical span of the regional government is smaller, actual policies are 
tailored more closely to individual preferences, but there is a greater 
chance that spillovers and foregone scale economies will occur. One 
explanation for the apparent trend to centralization in most federations 
since the 1930s is that changes in the organization of society and the 
economy have greatly increased the likelihood of spillovers and the 
advantages of economies of scale. 

One assigns government functions under this model by somehow 
deciding whether market failure or enforced uniformity is the more 
serious problem; or, alternatively phrased, whether efficiency or con- 
sumer sovereignty is to be more highly valued. The difficulty with this 
simple approach to the division of powers is that there is no obvious way 
of striking a balance between those criteria dictating centralization and 
those pointing to decentralization. If individual tastes are truly to be 
catered to, government would need to be decentralized to the family 
level, or even to the individual level. Conversely, if scale economies are 
to be fully appropriated, or externalities fully internalized, a single 
political authority is indicated. Choosing between the two options 
requires trading potential gains in aggregate output against tailoring 
government actions to individual preferences, a trade-off that is not 
easily represented formally or easily achieved in practice. 

One solution to the dilemma is to consider government powers and 
responsibilities on a case-by-case basis, rather than in general. The 
technical characteristics of demand for and supply of public-sector 
output will vary, depending on what particular good or service is being 
considered. Regional taste variations will likely be more important for 
some activities (such as education) than for others (such as mosquito 
control). Economies of scale in the production of public-sector outputs 
or interregional spillovers will differ as well, being rather important in 
some areas (such as defence) and relatively inconsequential in others 
(such as the provision of neighbourhood parks). 

Taken together, these two observations appear to provide clear guide- 
lines for some types of function. In instances where preferences do not 
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vary significantly across regions and where economies of scale in pro- 
duction and interregional spillovers are relatively important, the respon- 
sibility is best assigned to the central government. It is economically 
efficient to do so, and few minority views are overridden. Conversely, if 
regional tastes matter and if economies of scale and externalities do not, 
a local assignment is optimal. There is no real economic cost to 
decentralizing authority in these cases, and a greater proportion of 
citizens will be content with the policy outcomes. 

Even this formulation does not resolve the basic indeterminancy in the 
model, though. The problem is that there is no logical link between tastes 
that vary by region and decentralization, or between economies of scale 
or externalities and centralization. If preferences in each geographical 
area were known with the certainty that this model requires, the central 
government could tailor its policies accordingly; local jurisdictions 
would possess no special advantage in this respect. Conversely, as long 
as production and consumption decisions for public goods can be sepa- 
rated spatially, coordinated action by regional governments can take 
advantage of all scale economies or can internalize all externalities. 

Breton and Scott (1978, 1980) have attempted to resolve this the- 
oretical impasse by identifying what they call the total organizational 
costs of public-sector activity; that is, costs over and above those 
reflecting the resources that are actually used in producing the goods or 
services in question. Governments will first incur internal administra- 
tion costs. If there is a need to deal with other jurisdictions in the 
process, they will face coordination costs as well. Citizens, on the other 
hand, invest time and resources in “signalling” their preferences to 
policy makers, and in mobility — leaving the region if the policy out- 
come is objectionable and seems beyond their influence. Signalling by 
citizens and polling by governments appear in Breton and Scott’s model 
since it is no longer assumed that preferences with respect to govern- 
ment services are known with certainty. Resources must now be 
expended to make voters’ preferences known. 

Breton and Scott note that, technically speaking, any given govern- 
ment function could be assigned in any fashion at all. The central 
government could collect garbage, and provinces or even municipalities 
could collectively coordinate a defence effort. However, the central 
thrust of their model is that not all arrangements will be equally efficient. 
For any given public-sector function, the sum of the four organizational 
costs will vary depending on how the assignment is made. The greater 
the degree of decentralization, for example, the greater is the need for 
intergovernmental cooperation to deal with any spillovers, and the 
larger the coordination costs. On the other hand, signalling and mobility 
costs are likely to vary inversely with decentralization. Smaller political 
units are assumed to be more responsive to lobbying efforts than large 
ones are; and the greater the number of destinations, the lower the costs 
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of moving elsewhere. Administration costs are thought not to vary 
significantly either way, falling for one level but rising for the other as 
reassignments are made. 

The application of these concepts to actual functional assignments is 
clear. The presumption is that the best allocation is that which minimizes 
total organizational costs. The task, then, is to compute for every 
government function what each of the four components would be under 
each possible assignment, to sum them, and to choose the allocation for 
which the total outlay is smallest. There are some generalizations that 
can be made. To take one example, activities for which scale economies 
or spillovers are large, and which are difficult (costly) to coordinate 
effectively, will normally be granted to the national government. How- 
ever, if these activities are easily coordinated, or if local preferences are 
ambiguous, they might well remain decentralized; scale economies or 
spillovers are no longer of themselves sufficient grounds for centralization. 

Breton and Scott stress that the assignments that are implied by these 
calculations are ideal ones only. If one is to gain a full understanding of 
the actual division of powers in any federation, one must introduce self- 
interested politicians and bureaucrats as well. This provides Breton and 
Scott with a more complicated (and realistic) model, which they then use 
to compare assignments that are predicted to emerge from this setting 
with the theoretically appropriate ones. There are a great number of 
predictions, too many to be summarized effectively in a short space. In 
general, though, as might be expected, the prediction is that actual and 
theoretical allocations will rarely coincide. 

The assignment decisions discussed thus far have dealt with the 
government’s allocative role. The same considerations apply when it 
comes to assigning responsibility for stabilization and redistribution 
policies. In a country where regional economic bases differ, no two 
jurisdictions will require exactly the same macroeconomic policies. 
Aggregate demand pressures will almost always cut differently, depend- 
ing on the mix of industries and the nature of local factor markets. It 
would therefore seem sensible on some grounds to delegate this respon- 
sibility to local authorities, who would be in a better position to tailor 
policies to their own needs. Yet this is also an activity in which inter- 
regional spillovers are large and uncoordinated regional efforts are quite 
likely to lead to inappropriate policies. 

Similar considerations apply to income redistribution. In one sense, 
the essence of federalism is to allow regional communities to decide for 
themselves such matters as the appropriate internal distribution of 
income. Yet in a world where interregional migration is possible, 
redistributive policies in one territory will either attract or repel popula- 
tion, depending on the thrust of the redistribution. Such population 
relocation could well defeat the original intent of the policy; there would 
be a large gap between the unit’s desire to redistribute and its capacity to 
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do so. Many federations also seek to redistribute income across provin- 
ces, and the question arises as to how this should be achieved. Con- 
ceivably, provinces could do this on their own with the richer voluntarily 
assisting the poorer. But the process is likely to be much more efficient if 
responsibility is moved up to the level of government which encom- 
passes both sets of units, where both are represented and where the 
claims of the poorer can be made directly on the richer and appropriate 
trade-offs arranged. Thus, whether the redistribution is to be intra- 
regional or interregional, the functions need to be centralized, with some 
mechanism for recognizing unique regional interests. 


Public-Choice Theories 


The least-cost theories of federalism discussed above are based on the 
notion of balancing the benefits of decentralizing government activity 
against the costs involved. The presumption is that for each function 
under consideration there is some “correct” assignment to be made — 
one that could be ascertained if only the relevant technical information 
could be assembled. The implication is that all government powers and 
responsibilities can be assigned unambiguously to one level of authority 
or another. The end result, in other words, is that authority is vested in 
what are often called ‘watertight compartments.” Each unit in the 
federation has an identifiable, and unique, set of powers. Citizens would 
always know, in principle at least, which government to go to for any 
particular purpose. 

There is, however, another approach to federalism which, while still 
concerned with the efficiency of government interventions, eschews the 
idea that government responsibilities should be so sharply demarcated. 
This approach takes its cue from the presumed benefits of competition in 
the private sector of the economy. It is generally argued that in view of 
the uncertain demand and supply characteristics of private goods, the 
public is better served by more rather than fewer suppliers. Under the 
incentives of competition for sales, consumers’ tastes will more likely be 
met. There will always be someone somewhere attempting to accommo- 
date uncertain demands by offering a slightly better or a slightly cheaper 
product. As tastes shift over time, so too will the suitability of the 
output. The same holds true of the supply side; there is always competi- 
tive pressure to find a better and cheaper way to produce whatever is 
being offered. To be slow in this respect is to lose out to more dynamic 
and innovative competitors. 

To some, this reasoning suggests an analogy with the provision of 
public-sector outputs. If tastes are uncertain, they are more likely to be 
“discovered” by more rather than fewer jurisdictions, each of which is 
attempting to please electors. If some ways of delivering these services 
are better than others, either because they are cheaper or because they 
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are more closely suited to needs, they are again more likely to be 
uncovered if there are several producers rather than just one. The 
presumption in both cases is that these best practices will quickly spread 
by emulation to all jurisdictions, such that the overall system will be as 
efficient and responsive as possible. 

In these instances, the impetus for experimentation comes from com- 
petition, just as it does in the private market. Within jurisdictions, it is 
competition by politicians seeking elected office. The bonus of fed- 
eralism, it is held, is that elements of interjurisdictional competition are 
added as well. These take two forms: horizontal when provinces or 
States compete among themselves; and vertical when, either individu- 
ally or collectively, they confront the central government. On the hori- 
zontal level, residents are assumed to be mobile among provinces, 
voting with their feet in effect in response to different public-sector 
offerings. Any regional government that is unresponsive to the demands 
of its residents, or unimaginative and inefficient in the way it delivers 
services, will begin to lose population and economic activity to neigh- 
bouring jurisdictions in the same way that firms lose sales to com- 
petitors. Between levels of government, the price of inadequate perfor- 
mance is deflection of citizen loyalties upward or downward. National 
governments will be petitioned for services that regional ones could not 
or would not provide, and vice versa. 

To make the analogy complete, it clearly must matter to regional 
officials that out-migration or loss of citizen allegiance is the conse- 
quence of substandard policy performance. The usual procedure is to 
assume that politicians and bureaucrats have their own interests which 
guide them in the way they operate in the political marketplace. These 
interests are usually phrased in terms of power, prestige, or simply a 
desire to do the greatest good for the largest number of people. Whatever 
the motivation, they typically view loss of population and investment or 
a loss of popular appeal with great concern, while extensive economic 
growth or popularity are nearly always welcomed. In their own interests, 
then, they are forced to be flexible and innovative. A unitary state, with 
this extra dimension absent, would seem sluggish and unresponsive by 
comparison. 

Theories about public choice take a somewhat more guarded view of 
the benefits of intergovernmental competition and coordination than the 
earlier literature does. More traditional accounts of federalism advocate 
cooperation among governments in the interests of internalizing exter- 
nalities or avoiding costly spillovers. These concerns figure in this 
literature as well, often with the same prescriptions; but there is now a 
warning attached. Governments, like their private-sector counterparts, 
will find it attractive to extend this collusive behaviour to areas where it 
is not called for on technical grounds. In the private sector, cartels work 
to the advantage of producers at the expense of consumers; in the 
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political realm, they benefit politicians and bureaucrats at the expense of 
voters. Agents, be they public or private, must be truly competitive if 
individuals are to benefit. 

The political science literature offers a further, related perspective on 
the question of cooperation versus competition among governments. 
Indeed, two rather contradictory assertions have been made, both of 
which suggest that intergovernmental competition is seldom perfect and 
therefore that the potential benefits are often reduced, if not eliminated. 
The first argument is that governments, as complex organizations, do 
not simply respond to the interests of their electors. Rather, they are 
alleged to have quite distinct interests of their own — for power, status, 
and the like. In some accounts, governments are seen to represent the 
professional interests and priorities of bureaucratic agencies and their 
clienteles. Moreover, like large oligopolist firms, they are able, at least to 
some degree, to insulate and isolate themselves from direct citizen 
pressure or influence (i.e., from the disciplines of the political mar- 
ketplace). This can lead to governments acting somewhat as an eco- 
nomic cartel, working out comfortable cooperative relationships among 
themselves to suit their own concerns, with little regard for public needs. 
Intergovernmental cooperation, from this perspective, can become stifl- 
ing and ossified. 

There is, on the other hand, the rather more common argument that 
intergovernmental conflict is too intense and unrestrained. It is sug- 
gested that in pursuit of their own private visions of federalism, and in 
their own desire to protect and enhance their power, governments have 
acted to generate “false conflict,” implying far more political polariza- 
tion, far more of a black and white conflict, and far more tension between 
regional and national loyalties than citizens themselves feel. Moreover, 
in this competition, governments do not so much respond to the dis- 
agreements among citizens. Rather, they create them, moulding and 
manipulating individuals and groups, just as large non-competitive cor- 
porations are alleged to mould rather than respond to consumer tastes. 
The massive use of government advertising to support their positions in 
the constitutional debate dramatizes the analogy. 

Whichever of these two images of competition is correct — and both 
appear to be so in some circumstances — the solution is not to abandon 
intergovernmental competition but to try to ensure that it is, in fact, 
more akin to a free market. The political device to ensure this is to secure 
a greater openness to the intergovernmental process, and to ensure that 
governments are held accountable to their legislatures for their perfor- 
mance in the intergovernmental arena. 

There is a further and closely related argument which also speaks in 
favour of a large number of small governments. As is discussed 
throughout this monograph, one of the key problems in any federation is 
spillovers across jurisdictions. Whenever the actions of one set of 
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authorities impinges upon residents of another region, distortions arise. 
The smaller the region, however, the less any beggar-thy-neighbour type 
of policies can be undertaken. Only large and economically powerful 
economies can shift taxes onto others, for example, or engage in preda- 
tory tax and subsidy competition. Similarly, only populous provinces 
can wield disproportionate political authority in a winner-take-all con- 
stituency system. Inappropriate policies are borne internally by small 
units; and, given the greater likelihood of out-migration in such a setting, 
even these are less likely. 

The interesting implication of either the economists’ or the political 
scientists’ view, from a division of powers perspective, is that the public 
interest is better served by many rather than few political units, and by 
duplication and overlap of functions rather than by watertight compart- 
ment assignments. “Messiness” is to be preferred to ‘“neatness,”’ to put 
the point simply. 
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Chapter 3 


Federalism and Democracy 


Historically, the ideas of representative democracy and federalism have 
been closely linked. As Reginald Whitaker observes (1983, p. 1), the 
United States was not only the first ‘““modern political democracy” but 
also the “first modern federal state.”” Indeed, the chief justifications for 
designing a federal system in the United States were those which 
appealed to democratic values, rather than those which appealed to the 
maintenance and preservation of communities, arguments which have 
dominated Canadian thinking about federalism. Consequently, one of 
the central answers to the question “Why might we choose federalism?” 
is that we would do so because federalism enhances the quality of 
democracy. Nevertheless, the relationship between federalism and 
democracy is not a simple one. As Whitaker points out, it is fraught with 
ambiguities, and these ambiguities are inherent not so much in the idea 
of federalism as in the varieties of democratic political theory. 

The claim that federalism promotes or sustains democratic virtues 
takes a number of forms. First, federalism is held to safeguard minorities 
against the danger of the tyranny of the majority which is seen to be 
inherent in mass, populist democracy. For James Madison, the political 
task was to design institutions that would reflect the sovereignty of the 
people, while ensuring that the many would not be able to oppress or 
dominate the few: 


Whilst all authority in it [the federation] will be derived from and dependent 
on the society, the society itself will be broken into so many parts, interests 
and classes of citizens, that the rights of individuals, or of the minority, will 
be in little danger from interested combinations of the majority. (Federalist, 
no. 10; quoted in Whitaker, 1983, p. 20.) 


iy 


The dangers of of majoritarianism would be reduced by “dividing the 
people against itself’ (Whitaker, 1983, p. 21). Moreover, the danger of 
arbitrary action by political authorities would be tempered by competi- 
tion — ambition would check ambition. The model of federalism was 
one of divided authority, with shared and overlapping jurisdictions. The 
Madisonian approach to federalism is thus part of a broader stream of 
liberal pluralist thought, which tried to reconcile popular democracy 
with limited government and the safeguarding of individual rights. 

Within the American context, it was linked to other devices, such as 
the Bill of Rights, and the checks and balances between legislature and 
executive. “Divide the people into many separate bodies,” wrote David 
Hume in The Idea of the Perfect Commonwealth, “and then they may 
debate with safety, and every inconvenience seems to be prevented” 
(quoted in Whitaker, p. 17). 

A second broad set of claims for federalism, one closely related to the 
public-choice perspective introduced above, is that it enhances the 
responsiveness of government to the expression of citizen preferences. 
There are several strands to this rationale. It creates a level of govern- 
ment smaller, closer, and more accessible to individuals. The costs of 
political participation are therefore lower, and governments are more 
likely to be well informed about citizen preferences. Moreover, with 
multiple political authorities, citizens who are frustrated or ignored at 
one level can turn to the other level for redress. With a number of 
jurisdictions, it is also possible for each to enact a different “basket” of 
policies. This makes it possible for the majority at the state or local level 
to develop the programs and policies which it prefers, without the danger 
of being overridden or blocked by the national majority. It also makes it 
possible for citizens to “vote with their feet” and to choose their place of 
residence partly on the basis of which province best seems to reflect 
their own preferences. 

The third set of federalist democratic virtues is closely related to 
responsiveness, but it focusses more on the opportunities that 
decentralized authority, with small political units, provide for citizen 
participation and for the development of what Vernon (quoted in 
Whitaker, 1983, p. 31) calls civic humanism. Small political units, indeed 
much smaller units than provinces, seem to be the prerequisite of direct 
democracy, for the full participation of each citizen in formulation of the 
community will. Federalism is thus an antidote both to the atomization 
of the citizen in mass democracy and to the tendency toward remote, 
bureaucratic, authoritarian government in the modern state. This tradi- 
tion draws on the writings of Rousseau and was perhaps most fully 
developed by Pierre-Joseph Prudhon in Du Principe fédératif, published 
in 1863. Federalism can foster “the engaged concern for a common good 
which the democratic citizen is required to have” (Vernon, quoted in 
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Whitaker, p. 32). It nurtures multiple, competitive loyalties and culti- 
vates tolerance. As Montesquieu observed: 


In a large republic, the common good is subject to a thousand considera- 
tions; it is subordinated to various exceptions; it depends on accidents. Ina 
small republic, the public good is more strongly felt, better known and 
closer to each citizen; abuses are less extensive and consequently less 
protected. (Quoted in Simeon, 1982, p. 151.) 


Such defences of federalism remain important; indeed, they have per- 
haps become more important in the age of the extensive administrative 
State. 

These are powerful arguments for the democratic virtues of fed- 
eralism. They are in tension, however, with some other conceptions of 
democracy. The most important of these is the majoritarian conception. 
It emphasizes the importance of majority rule, rather than the protection 
of minorities. Federalism, almost by definition, limits the reach of major- 
ity rule; all majorities are constrained by the Constitution. Nation-wide 
majorities can rule only on those matters that fall within federal powers: 
the same is true for provincial majorities. Throughout Canadian history 
we have seen expressions of frustration that the division of powers has 
blocked achievement of the desires of national majorities; we have also 
seen movements arguing that federalism has frustrated the ability of 
provincial majorities to achieve their community’s goals. 

Indeed, a central question for the design of federations is not so much 
whether the majority should rule but rather which majority should rule 
on any given question. Ideally, the Constitution should say that for a 
certain set of purposes the community is the country and therefore the 
relevant majority is a majority across the whole country; but that for 
another set of purposes, the relevant communities are provincial and it is 
there that majority rule should operate. A claim that either kind of 
majority is inherently superior is hostile to federalism. The constitu- 
tional division of powers answers the question in particular cases, but it 
is difficult to adapt it to changing conceptions of community. 

In the Canadian tradition, the divided authority of federalism also 
clashes to some extent with the doctrine of responsible parliamentary 
government, for the latter is predicated on the sovereignty of Parliament 
and does not easily admit of exceptions. The preamble to the Constitu- 
tion Act, 1867 states both that the Canadian Constitution is to be similar 
in principle to that of Britain, and that it is to be federal. The tension 
between these two ideas has been a constant theme throughout Cana- 
dian history. 

Federalism may potentially also clash with a conception of democracy 
that focusses on the rights of the individual. This tension is not inevita- 
ble. As we have seen, both federalism and the Bill of Rights were 
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complementary means of guaranteeing liberal democracy in the United 
States. However, to the extent that federalism involves a claim for the 
preservation of the distinctive values and collective interests of regional 
or linguistic communities, it is incompatible with an assertion of univer- 
sal rights held by each citizen by virtue of membership in the whole 
national community. Beyond these theoretical issues, a number of more 
practical considerations increase the possible tension between fed- 
eralism and the enhancement of democratic values. 

First, as federalism has adapted to the growth in the range and scope 
of governmental activity, the interdependence of federal and provincial 
governments has massively expanded. Federal and provincial policies 
overlap; there are massive transfers of funds between governments. The 
resulting practice of federalism focussed on bargaining between federal 
and provincial elites, it is argued, may undermine its ability to achieve 
the democratic virtues claimed for it. 

For example, the sharing of responsibilities may be so complex and 
blurred that citizens cannot know which order of government is respon- 
sible for which activities, and thus their ability to hold governments 
accountable is undermined. Similarly, intergovernmental transfers 
break the traditional link between the spending of funds and the respon- 
sibility for raising them, again undermining accountability. Most impor- 
tant, it is argued that the growth of intergovernmental interdependence 
and of “collaborative” or ‘“‘cooperative” federalism leads to a situation 
in which governments become accountable to each other. The need of 
governments to work out agreements between themselves means that 
their accountability to their own legislators and electorates is weakened. 
Federalism therefore becomes less a system of 11 autonomous responsi- 
ble governments and more a single complex system of intergovernmen- 
tal relationships that are beyond the reach of citizen or legislative con- 
trol. Moreover, these relationships are conducted primarily among 
executives — cabinets and bureaucracies — so that the practice of fed- 
eralism is seen to reinforce a wider trend toward the strengthening of the 
administrative state and an erosion of its representative and par- 
ticipatory capabilities. Thus, collaborative federalism is seen to increase 
governmental secrecy, to reduce citizen access, and to render participa- 
tion more difficult. For some authors, this tension between collaborative 
federalism and responsible government is inescapable. M. Paul Brown, 
for example, argues (1983, p. 639) that ‘collaborative federalism pre- 
sents a pattern of governing in which accountability is not, and cannot 
be, the last word in the relationship between the government and the 
public.”’ He argues that “the exigencies of responsiveness in Canada asa 
federal polity have long since carried the day over the demands of 
accountability in Canada as a democratic polity.” 

The second major tension between federalism and democracy has less 
to do with relations among governments than it has with the exercise of 
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majority rule within the national government. Here the problem is how 
one weighs the interests of regions or provinces, seen as communities, 
with a conception of majority rule that is based simply on counting 
heads, on the equality of individuals. Given the massive variation in the 
population of Canadian provinces, simple majority rule at the centre 
means that the interests of smaller provinces will be swamped by those 
of the larger. If the political issues facing the country divide it on regional 
lines, and if regional communities are seen to be important elements in 
the very definition of the country, then there may be a claim that at least 
for some purposes majority rule at the centre should be tempered. The 
relevant majorities would have a regional component as well. At its 
extreme, this view leads to Calhoun’s famous doctrine of “concurrent 
majorities.”’ The community is the primary unit: the national interest is 
the sum of the interests of the constituent communities, each being 
treated equally despite variations in size. No simple majority can over- 
ride the fundamental interests of one of the member communities. These 
are fundamental issues, ones that have played an important role in 
Canadian political debates. 
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Chapter 4 


Federalism and Community Identities 


In a previous chapter, we discussed the idea that the spatial differentia- 
tion of political preferences provides an important justification for fed- 
eralism. The criterion of community takes this view a major step further. 
It suggests that a community is more than a collection of individuals with 
differing proportions holding particular views or having different social 
characteristics. Rather, a community in this sense implies a sense of 
collective identity or belonging: a sense of who we are. It is the sense of 
collectivity that answers the question “Across what set of people is 
aggregate growth to be maximized, wealth to be shared, majority rule to 
operate?” At the individual level, this sense of community is captured in 
the notions of identity, loyalty and obligation, and citizenship. At the 
sociological level, it is captured in the notion of community as society: a 
network of social institutions and communication patterns that forms in 
some sense a coherent whole. At the political level, it implies a sense of 
how to organize the structures of participation and authority so as both 
to reflect the underlying society and to shape it. Identities do not spring 
from nowhere; they exist and are given form in political and social 
institutions. Community provides the framework within which other 
aspects of individuals’ lives are played out. As David Cameron (1974, 
p. 8) observes, “It would be difficult to be a Canadian without having 
some inkling of the central importance of a person’s cultural affiliations 
and collective membership in determining and sustaining his personal 
identity and happiness.” 

The origins of a sense of community identity are complex. In part, 
they arise out of shared economic and social characteristics, shared 
values and goals, and shared historical experience. The more such 
politically relevant differences are spatially concentrated and the more 
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they overlap and reinforce each other, the more likely we are to think of 
regional societies, and the more likely there is to be a sense of regional 
community. Especially important here are such cultural characteristics 
as language and ethnicity, not only because they carry with them distinct 
social and cultural values but also because they make mobility between 
groups less easy or desirable. When citizens are less mobile across 
regional or group boundaries, they are more likely to have a stronger 
sense of identity, to look more to their own resources, and to regard 
politics in collective terms. 

Finally, as we have already suggested, identities are in part the result 
of the existence of political institutions themselves. Political institutions 
define the spatial boundaries in which not only political but much 
economic and social life is organized. As these forces interact through 
the mediation of governments, the social networks of community are 
strengthened. Moreover, political institutions provide mechanisms for 
defining the community interest and for enforcing it. They provide 
resources for the group. They also sustain political leaders, who them- 
selves have a vested interest in stressing community-wide values. 

On the other hand, just as common economic and social charac- 
teristics alone do not necessarily generate a strong sense of community, 
and just as strong identities can coexist with considerable internal 
diversity, so institutions alone cannot create a strong sense of com- 
munity. For example, it is certainly the case that the creation in 1905 of 
two separate provinces, Saskatchewan and Alberta, set in motion pro- 
cesses that led each to become a separate community. Yet the experi- 
ence of federal countries, such as West Germany and Australia, suggests 
that where federal institutions do not reinforce and parallel underlying 
social differences, strong state loyalties are unlikely to emerge. One 
reason why regional identities have played such a major role throughout 
Canadian history, and why region probably plays a greater role in 
Canadian politics than in any other advanced country, is that institu- 
tional divisions have reflected underlying differences rather than cutting 
across them. 

It may also be the case, however, that with the growth of the role of 
government, and its extension into more and more areas central to 
culture, and with the decline in the significance of religious identities, 
there is a tendency for community to become increasingly seen in 
political terms. Thus, Peter M. Leslie, in his study on Canada as a 
bicommunal polity (see Appendix A), notes that while it was possible for 
the Tremblay Commission in the Quebec of the 1950s (Quebec, 1956) to 
state with great authority just what the distinct values of French-Cana- 
dians were, the nationalist Parti Québécois has been unable to do so. The 
identity has been redefined to emphasize language in itself and has been 
tied to the political status of Québécois. 

Once established, the conception of community thus becomes a lens 
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through which much else is viewed. It is not simply that a community 
will seek autonomy in order to enact its own distinct preferences. 
Autonomy, self-government, self-determination, and the like will also be 
valued for their own sake. The preservation of the community as a 
society will be valued. Issues will be judged in terms of whether they 
benefit or hurt the community. The redistributional issue — who gets 
what — will be seen in terms of community. Different obligations will be 
owed to those defined as members of the community and those defined 
to be outside it. 

Nevertheless, we should be cautious about treating sense of com- 
munity as an explanation of all political action. A sense of community 
usually exists at a highly general level: it does not usually provide 
answers to specific questions. More important, we have multiple identi- 
ties and see ourselves as members of a variety of communities. We can 
be both Albertans and Canadians: some issues will trigger one identity, 
some the other. Moreover, not all our identities are territorial. We may 
respond to an issue less as a Canadian or Albertan and more as a worker 
or a Catholic. The relative prominence of these different identities may 
well vary over time and over different policy concerns. One critical form 
of political competition among leaders is precisely to write the “script” 
that citizens will use to interpret events. 

Much of the recent theory of development and modernization predicts 
a broad process through which local, particularistic, culturally defined 
communities decline in significance as citizens are drawn into larger 
national communities, as national economic, cultural, and political insti- 
tutions penetrate the society, and as cleavages shift from territorial 
divisions to the functional economic-based divisions of modern indus- 
trial society. The recent rise of a large number of regionalist movements 
in many advanced countries, however, has led to a rethinking of the link 
between community and modernization. Historic definitions of com- 
munity have persisted. Many of the trends associated with moderniza- 
tion — economic concentration and centralization, improved communi- 
cations and the like — have the effect of heightening rather than eroding 
the awareness or salience of differences, and they affect different areas in 
different ways. Indeed, the reassertion of local communities may be 
seen as one form of reaction against the homogenizing, rationalizing, 
centralizing trends associated with the modernization process. ! 

Federalism as a political form is predicated on the ideas of the coexis- 
tence of different conceptions of community and of dual loyalties. From 
the community perspective, it is “a device designed to cope with the 
problem of how distinct communities can live a common life together 
without ceasing to be distinct communities” (Cameron, 1974, p. 107). It 
also asserts that for some purposes the relevant community is that of the 
country as a whole, and that for other purposes the relevant community 
is the province. Neither a sense that the national community must 
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always prevail over provincial communities nor the view that the 
national community is subordinate to provincial ones, or is only the sum 
of the provincial parts, is compatible with federalism. The health of a 
federation depends on the balance between these forces; its political 
dynamics depend heavily on the interplay between them. It provides 
both institutions that build on and sustain a national community, as well 
as institutions that can be utilized by provincial communities. Thus, 
Canada’s provinces can be thought of as regions or societies, which 
share common identities and are defined by their history, their culture, 
and their political boundaries. Canada as a country is also a community, 
not just a collection of local communities but something transcending 
them. 

Much, or even most, of the time, these identities coexist in a mutually 
reinforcing manner. There is overwhelming public-opinion evidence to 
show that citizens do not view their community identifications in an 
either/or way; they feel comfortable as Canadians and also as citizens of 
a province. To be a Canadian does not make it disloyal to be a British 
Columbian too, and vice versa. Nevertheless, competing conceptions of 
community have been a continuing feature of Canadian history. The 
autonomy of the Canadian political community in relation to France, 
Great Britain and, more recently, the United States, is one dimension; 
the relation between language groups is another, and the relation 
between provincial and national communities is a third. The meaning of 
the Canadian “political nationality” has always been problematic. Cana- 
dians have understood that any assertion of an exclusionary sense of 
identity or any link of the national community to a single criterion, 
whether religious, linguistic, or territorial, is a recipe for failure. We have 
had to develop a political nationality that explicitly embodies the idea of 
multiple communities. 

In the 1960s and 1970s, however, many of the debates did seem to 
suggest that Canadians must choose which community should have 
primacy, as in the Quebec referendum. Issues such as energy pitted 
regions against one another and thus led to increased salience of regional 
identities and to the mobilization of the rhetoric of community in the 
political struggle. Indeed, one of the central questions of the constitu- 
tional debate was how to represent alternative definitions of the political 
community within our institutions. 

Several possible models of Canadian community have contended in 
recent years. As John D. Whyte notes in his Commission study (see 
Appendix A), all are present in the Constitution Act, 1867 and in the 
debates that preceded it. Each is associated with a program for designing 
or redesigning institutional structures. They will be only briefly identi- 
fied and discussed here. 

First is the pan-Canadian model, emphasizing the primacy of the 
national political community and national majority rule, and of the 
central government as its chief instrument. This view emphasizes the 
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homogeneity of the national community and the desirability of having 
common “national standards” not only with respect to the economy but 
to norms of social and cultural policy and to individual rights. Common 
standards in health care, for example, belong to Canadians by right of 
their Canadian citizenship; individual rights are held by virtue of cit- 
izenship in the national community and are guaranteed by national 
institutions. 

Second is the dualist conception of Canada as the homeland of “two 
founding peoples” and of a partnership between them. One version of 
the dualist conception focusses on integration of the two language 
groups through national bilingualism and through representation at the 
centre; the other sees the relationship between the two as fundamentally 
a relationship between two governments, one in Ottawa, one in Quebec 
City, each acting as the national government of one party. The alternative 
institutional thrusts of these two versions have been fully canvassed in 
the political debates of the past few years. 

Third is the provincially based Canada, which sees provinces as the 
primary political community. Provinces are the units within which social 
and cultural norms are to be located, and they are the logical basis for 
economic and social planning. National policy should be influenced by 
provinces and should, in some sense, be the sum of provincial activities. 
This perspective emphasizes the value of provincial diversity and places 
less emphasis on “national standards.” 

The province-centred model is also associated with a continuing 
debate within Canadian federalism. Should we see the federation as a 
true “confederation” — the result of a compact among the pre-existing 
colonies? Or should we see it as a pact between the two “founding 
peoples,”’ French-speaking and English-speaking? The implication is 
that the federal government is the creature of the original contracting 
parties and that, ultimately, it exercises authority by virtue of the con- 
sent of provincial governments. Alternatively, does the authority of the 
federal government derive not from the provinces but from the Constitu- 
tion Act, 1867, until 1982 the British North America Act. In modern 
parlance, does it derive not from the provinces but directly from the 
people of Canada? There were important echoes of the competing views 
in the constitutional debate. 

In addition, we normally think of representing provincial communities 
politically in terms of the powers and authority granted to the provinces 
in the Constitution. This has been especially true in the Canadian 
context, where federalism has been discussed, until recently, almost 
entirely in terms of the federal-provincial division of powers and in terms 
of the machinery through which governments interact. This model has 
been called ‘interstate federalism.” 

It is also possible, however, to design the institutions of the central 
government so as to give explicit recognition to the presence of distinct 
regional communities. Indeed, Canada is almost unique among federa- 
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tions in the weakness of such provisions, and this is a major reason why 
relations among governments are such an important feature of the opera- 
tion of the federal system. Typically, the second chambers in federal 
parliaments are structured so as to give explicit representation to the 
constituent units, and they are usually designed to temper the power of 
national majorities by giving greater weight to the smaller units. In the 
U.S. Senate, for example, all states have equal representation, whatever 
their population. It is also possible to give the units a distinct role in such 
things as the constitution of the highest court and selection of the chief 
executive. Such devices of “intrastate” federalism can be designed 
either to represent the regions through the intermediary of their govern- 
ments (as in a Senate named by state governments) or through direct 
representation of the citizens of regions (as in an elected Senate on the 
Australian model). The Commission study by D. V. Smiley and 
Ronald Watts explores these dimensions of Canadian federalism fully, in 
both the Canadian and the comparative context (see Appendix A). 

For the design of the federal system, the interplay between pan- 
Canadianism, dualism, and provincialism is the critical dimension. But 
we should note two other models of Canadian community, which appear 
to have grown recently and which do not engage federalism directly. On 
one hand is the multicultural model — Canada not as a duality of “two 
founding peoples,” but as a plurality of many peoples, including espe- 
cially its aboriginal peoples. Complex debates about how to represent 
this dimension in our institutional framework are currently going on. 
Second is the individualist model based on the rights of autonomous 
individuals. The Charter of Rights and Freedoms represents a dramatic 
advance in this conception of the community, and it too exists in tension 
with other, more collectivist views associated with provincialism and 
dualism. 

Several lessons flow from this analysis of the community-based per- 
spective. First, while we may not want to adopt completely any par- 
ticular conception of community, it must be remembered that Canadian 
political debate has been greatly concerned with such issues and that 
any recommendations will be carefully assessed for the explicit or 
implicit implications for each of these models. Second, it is essential to 
search for a definition of the Canadian political nationality which encom- 
passes, reconciles, and transcends the differing conceptions. Third, 
changing issues and concerns have historically altered not the existence 
of multiple loyalties but the salience of any one of them. It is important, 
therefore, not to lock ourselves into any one: we wish institutions to be 
able to respond to shifting conceptions of community. Fourth, it is 
important to realize that even functional criteria almost always embody 
some assumption about community, even if it is not articulated, for such 
criteria always assume some set of people across whom efficiency, 
welfare, justice, democracy, or whatever other value is to be achieved. 
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Chapter 5 


The British North America Act 


This chapter draws on the Commission papers (listed in Appendix A) by 
Garth Stevenson and John D. Whyte. 

The preceding chapters outlined a number of alternative explanations 
of why a society might rationally opt for a federal form of government. 
Divided jurisdiction can improve the efficiency with which government 
functions are carried out, can better represent the multiple community 
loyalties that individual citizens simultaneously hold, and can enhance 
the openness and accountability of the political process. Integral to each 
account of why authority might be divided were guidelines as to how it 
might be done. Thus, the generalized least-cost approach proceeds ona 
function-by-function basis, using the concept of organizational costs to 
compare the relative attractiveness of centralized provision with that of 
decentralized provision. Public-choice theory urges a general devolu- 
tion of powers, along with overlapping jurisdictions to enhance inter- 
governmental competition. Those concerned with representing com- 
munity interests ask what powers are essential for the establishment and 
maintenance of regional and national communities. Democratic the- 
orists look for an arrangement that provides the most meaningful forum 
for responsiveness and citizen participation. 

The recommended distribution of authority will clearly be quite dif- 
ferent from one approach to another. The essential point to note, though, 
is that these are not mutually exclusive recommendations in the sense 
that if one is relevant the others are not. All are important, depending on 
the context, and all have had an impact on the type of federation that has 
developed in Canada over the last 118 years. The fact is that we want our 
governmental structure to be all-effective, representative of our local 
and national loyalties simultaneously, and open and accessible. No 
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division of powers would have been exactly correct for Canada in 1867; 
nor is there one today which, if it could be found, would automatically 
solve our constitutional problems. The “best” allocation from one per- 
spective may not be best from another. 

Canadian constitutional history illustrates this point well. The Fathers 
of Confederation faced two sets of demands when they set out to draft 
the BNA Act. There was first the need to create an effective governing 
unit in British North America to take on the tasks of defence and 
economic development. Canada, as has often been said, was born in 
large measure out of economic necessity. The economic bases of the 
colonies that comprised British North America were threatened in the 
1860s as never before. Some two decades earlier, the British had begun 
the process of dismantling the protective measures that had sustained 
the agriculture, forestry, shipping, and shipbuilding activities of the area 
for decades. Reciprocity with the United States in natural products had | 
been sought and achieved, and had been especially profitable during the 
Civil War years. But this too was threatened by the inevitable victory of 
the protectionist North, and indeed the Americans abrogated the 
reciprocity treaty at the first possible moment, in 1866. 

Other forces also drove the colonies to consider unification. Railway 
debts pressed heavily on all of them, and they were finding their access 
to international capital markets increasingly restricted. Then, too, there 
was the lure of the western interior. American prosperity based on 
westward expansion was a powerful example to industrial and financial 
interests of the day. Yet opening up the prairies to agricultural settlement 
meant constructing transcontinental railroads and involved a generally 
much greater role for government than any of the colonies individually 
could hope to mount. Finally, there were questions of defence. The 
British had given notice of abandoning this role, even though fears of 
American expansionism were still rife. Only by some type of coordi- 
nated action could this responsibility be picked up effectively. 

The most obvious solution on these grounds alone was aunitary state, 
and Sir John A. Macdonald’s preferences on this score are well known. 
“If Confederation goes on,” he wrote to a friend in 1867, “you will see 
both local parliaments and governments absorbed in the general power” 
(Swainson, in Francis and Smith, 1982; p. 53). However, attachments to 
regional communities were simply too strong to permit such a course. 
Macdonald himself recognized that the strength of provincial loyalties 
rendered a federal union essential: 


I have always contended that if we could agree to have one government and 
one parliament, legislating for the whole of these peoples, it would be the 
best, the cheapest, the most vigorous, and the strongest system of govern- 
ment we could adopt. But on looking at the subject in the [Quebec] confer- 
ence, and discussing the matter as we did, most unreservedly, we found that 
such a system was impracticable. 
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In the first place, it would not meet with the assent of the people of Lower 
Canada, because they felt that in their peculiar position — being in a minor- 
ity, with a different language, nationality and religion from the majority — 
in the case of a junction with the other provinces, their institutions and their 
laws might be assailed, and their ancestral associations, on which they 
prided themselves, attacked and prejudiced; it was found that any proposi- 
tion which involved the absorption of the individuality of Lower 
Canada . . . would not be received with favour by her people. 

We found too that though they speak the same language and enjoy the 
same system of law as the people of Upper Canada, a system founded on the 
common law of England, there was as great a disinclination on the part of the 
various Maritime provinces to lose their individuality, as separate political 
organizations, as we observed in the case of Lower Canada herself. (Quoted 
in Bliss, 1966, p. 120.) 


The federation of 1867 attempted to satisfy both sets of demands. It was a 
compromise between the equally unacceptable polar extremes of a 
unitary state or a confederal state. Free interprovincial trade, a prime 
reason for seeking unification in the first place, was guaranteed by the 
BNA Act’s s. 121, which states that ‘“‘all articles of the Growth, Produce, 
or Manufacture of any one of the Provinces shall, from and after the 
Union, be admitted free into each of the other Provinces.” Natural 
products could already move freely before 1867, but manufactured goods 
could not. The hope was that the larger market this brought about would 
allow gains from specialization and from interregional trade. There was 
no similar provision covering factor mobility. Either the ability to relo- 
cate interprovincially was not considered important enough to warrant 
such a clause or it was not at the time thought to be threatened. 

The BNA Act also gave the federal government authority over other 
aspects of the economy that were necessary for it to carry out its new 
responsibilities, including the creation of an economic union and the 
nation-building exercise of projecting the new country across a con- 
tinent. These are mostly contained in s. 91, in which Ottawa assumes 
responsibility for trade and commerce, the postal service, navigation 
and shipping, currency and coinage, banking and the issuance of paper 
money, and weights and measures, to cite only the most obvious eco- 
nomic powers; s. 95 makes agriculture and immigration concurrent 
responsibilities, while s. 132 was later seen to assign treaty-making 
power to the central government. The clear intent in all of these deci- 
sions was to enable Ottawa to exercise control over all important internal 
and external aspects of the economic union. They were the essential 
tools of nation-building, and they included the most important functions 
of government at the time. Ottawa was also provided with the most 
lucrative revenue resources of the period. 

That a national economic management function was intended is 
equally demonstrated by what was left to the provinces in s. 92. Nearly 
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all clauses, as Garth Stevenson notes in his Commission study, refer to 
activities within the province, or to ‘“Matters of a merely local or private 
Nature.” Section 92(10), which deals with local warks and undertakings, 
specifically excludes activities that have an interprovincial or interna- 
tional dimension. The provinces were to be proscribed from actions that 
would compromise either the integrity of the economic union or the 
economic development role of the federal government. Moreover, the 
federal government was given a number of powers that gave it the 
authority to override the provinces. These included the appointment of 
lieutenant-governors, who were considered to be agents of the federal 
crown and who had the power to “reserve” provincial legislation for 
federal approval, as well as the even more explicit power of disallowance. 
Thus, one reading of the BNA Act can see it as a highly centralist 
document, creating at best a ““quasi-federal” system. 

By contrast, other parts of the BNA Act were just as clearly directed at 
preserving and promoting regional community integrity. As Stevenson’s 
study points out, the provinces were assigned open-ended powers, such 
as “property and civil rights — a term with longstanding historical and 
legal context. They were given explicit responsibility for most of the 
social roles of government, seen as essential to the preservation of the 
distinctiveness of provincial communities — education, charitable insti- 
tutions, health, administration of justice.” 

Thus, divergent interpretations, the subject of much future debate 
down to our own time, were embedded in the constitution itself. As 
Whyte observes in his research paper: 


Even if the language of the power-allocating sections contains coherent 
ideas, the arrangement of those sections reveals competition between over- 
lapping themes and ideas. This is not the consequence of poor drafting or 
faulty articulation of agreed-upon arrangements. Rather, the occurrence of 
conflicting political goals on the face of the Constitution reflects the unre- 
solved tensions attendant upon the creation of a federal state... . Each 
allocation contains an idea of Canada, a vision of how the new nation should 
be organized politically (and, hence, economically and socially), but these 
visions are in sharp conflict with each other. The idea of confederation turns 
out not to be a single idea but, rather, a hope that somehow a nation will 
exist, will grow, and will become politically and economically. one. 


The Constitution does not stop with the written document, however. 
Much also depends on how frequently it is relied upon as a guide to 
actions, and how it is interpreted by the courts. As Stevenson observes, 
“Tn any federal constitution, the formal division of powers provides no 
more than a starting point for a continuous process of distributing 
powers between the two levels of government.” It was unclear how the 
ambiguities Whyte refers to would be resolved, or how changing con- 
ceptions of the role of government, and of Canadian citizenship, would 
be reflected in the changing powers of the federal and provincial govern- 
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ments. There would indeed be change — achieved through judicial 
interpretation, through formal amendment (though rarely), and through 
utilization of the many devices of flexibility, such as the spending power, 
that are to be found in the “operating Constitution.” In general, the 
courts have interpreted the Constitution to be much more of a classically 
federal document than a first reading might imply. The scope of the 
general powers to regulate under Trade and Commerce were sharply 
limited. Provinces were to be equal and sovereign within their own fields; 
yet the federal power to influence provincial priorities through the 
spending power has still not been reined in or interpreted directly by the 
Supreme Court. 

We shall return to the evolution of the division of powers later. Here it 
is important to underline the sensitivities of the framers of the Constitu- 
tion to all three of the sets of criteria we have discussed, and to note the 
necessary ambiguity of the answers they gave. They had to balance the 
impetus to create a new transcendent political entity in British North 
America against the need to preserve and sustain the integrity of the 
communities which came together to form the country. They sought to 
embody in the “Confederation bargain” a division of powers that dis- 
tinguished the powers necessary to create a national economy and those 
necessary to community preservation, a distinction that later develop- 
ments would substantially erode. They were perhaps less explicit about 
democratic values. Indeed, it was a conservative document, and most of 
the framers hoped to avoid the “excesses of democracy” which they 
found so repellent south of the border. Nevertheless, they embraced the 
concept of “responsible parliamentary government,” with its emphasis 
on majority rule, while accepting the limitations on the concept that 
were implicit in a federal system, and while providing some limited 
guarantees of religious and linguistic rights against potential ‘“tyrannies 
of the majority.” 

There are three conclusions to be drawn from these brief historical 
observations. First, there is much insight to be gained by studying 
Canadian constitutional history from the perspectives offered by the 
various theories of federalism. Our development can be understood as 
an attempt to reconcile the sometimes consistent and sometimes com- 
peting demands that are placed on our federal institutions in light of the 
forces generated by economic and social change. At times economic 
concerns dominate, and federalism tends to be evaluated, and reforms 
proposed, primarily from a functional perspective. At other times com- 
munity concerns dominate, and questions of regional representation and 
equity hold sway. Less frequently, the issue of democratic standards 
arises. But whichever perspective is more prevalent, the others are never 
absent. It is the interplay of the three that gives Canadian constitutional 
history its uniqueness. 

The second observation to make is that constitutional debate will 
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often have the character of a dialogue of the deaf, with participants 
seemingly speaking past each other. Whenever basic reference points on 
federalism differ, there is little chance that agreement can occur. This 
surely explains why different observers of Canadian federalism can look 
at an identical time period and reach such varied conclusions as to its 
successes and failures. 

Finally, the fact of multiple criteria means that deciding what to do in 
the way of constitutional reform is extraordinarily difficult. We need to 
be able not only to determine the best allocation from each vantage 
point, a difficult enough task, but also to decide how to trade off among 
the competing objectives. How much community autonomy do we 
sacrifice in the name of enhanced policy effectiveness? When does 
consultation move from being democratic to being paralyzing? These are 
the types of question we shall have in mind as we evaluate the various 
debates in Canadian federalism and outline scenarios for reform. 
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The Institutions of Federalism: 
Principles, Practices and Problems 
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Chapter 6 


Introduction 


In Part I we explored the principles that underlie the structure of a 
federal system. We focussed on the relationship between federalism and 
public-sector efficiency, and on that between federalism and a wider set 
of political values. The virtues of divided jurisdiction explain why fed- 
eralism has been chosen as a form of government in numerous societies. 
Yet understanding the principles yields even more analytical power, for 
the principles also constitute yardsticks against which we can assess and 
evaluate the performance of federal institutions in practice. 

We put these principles to work in this part of the monograph. In 
Chapters 7 to 13, we shall explore the way the Canadian federal system is 
structured and the processes through which it operates. We shall seek 
both to explain the patterns that we find and to provide an assessment of 
their effectiveness in meeting and balancing the multiple and occasion- 
ally conflicting objectives which Canadians seek to achieve through their 
institutions. We shall also seek to understand the multifaceted rela- 
tionships between these federal institutions and the society in which 
they are embedded. The relations are reciprocal. As we have seen, we 
have a federal system in large measure because Canada is a federal, 
regionally diverse society; but we sustain this federal society at least in 
part because our institutions are federal, structuring the division of 
authority and the organization of political life in spatial, territorial terms, 
reinforcing the regional aspects of our existence. 

We shall note that the character of Canadian federalism has changed 
over time, partly as a result of the internal logic and dynamic of fed- 
eralism itself but even more in response to changes in the wider society. 
Federalism and regionalism are indeed the historic, permanent, endur- 
ing features of Canadian politics. Individually, and in combination, they 
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have shaped the ways in which Canadians have responded to the impact 
of external international forces, changing economic forces, changing 
aspirations of citizens, and changing conceptions of the role of govern- 
ment. At the same time, the character of federal institutions has itself 
been changed by these wider societal developments. Thus, the causal 
arrows between society and state run both ways, and neither can be 
understood except in terms of the other. 

Frequently, observers have felt that there is a disjunction or 
incongruity between federal institutions and the developing society. The 
institutions are felt to be barriers to the achievement of the goals of 
citizens, as when commentators in the 1930s spoke of the “dead hand” of 
the Constitution and the way it prevented an effective response to the 
crisis of the Great Depression; or, more recently, when in the 1960s many 
Quebeckers saw it as a strait jacket which prevented the full develop- 
ment of the Quiet Revolution. Institutions, federal or otherwise, are 
indeed often rigid and inflexible. Their very complexity in a sense 
entrenches the status quo. Hence, calls for “reform” have continually 
been on the Canadian political agenda. Yet institutions are not immuta- 
ble: the Canadian federal system has proved remarkably adaptable, and 
we shall examine its record. 

Our discussion is organized around five sets of institutions, each of 
which is an essential element in any federal system. First is the division 
of powers. Authority must be divided among federal and provincial 
governments. What principles have underlain our choices concerning 
the appropriate scope of federal and provincial jurisdiction? How, 
whether through formal change or informal accommodation, has the 
division changed over time, and in response to what kind of forces? How 
and why have we moved from a conception based primarily on the idea 
of watertight compartments to one in which authority in many, if not 
most, areas has been shared? 

Second are the mechanisms through which the Constitution is 
amended and through which the inevitable disputes about jurisdiction 
are refereed or adjudicated. Here we look at the amendment process and 
the role of the courts in the federal system. Third, a federation requires a 
system of intergovernmental fiscal arrangements. Governments must 
have access to sufficient revenues in order to discharge their assigned 
responsibilities. Complex mechanisms of tax collection arrangements 
and intergovernmental transfers have developed in all federations, partly 
to achieve a balance between richer and poorer regions, and partly to 
fund programs in areas of shared responsibility. Fourth, the need to 
establish federal-provincial fiscal arrangements underlines a central 
characteristic of all federations — the massive and increasing interde- 
pendence between the two orders of government, each operating across 
a wide variety of policy fields and each governing the same set of people. 
We therefore look next at the complex machinery and processes of 
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intergovernmental relations which have come to play a central role in 
Canadian policy-making. 

Finally, the federal character of the system is not only defined in terms 
of a division of power between orders of government and a set of 
mechanisms for conducting their relations with each other; it is also 
defined by the ways in which the institutions of the central government 
are structured so as to reflect or represent the territorial units. We make 
numerous references to this dimension and its relationships to the other 
four “pillars” of federal institutions. The subject is fully developed, 
however, in the Commission’s research volumes on regional respon- 
siveness in national institutions (volumes 36, 37 and 39), 

In the following chapters, we shall look at each of these dimensions of 
federalism separately, outlining the principles and conceptual issues 
involved, examining their evolution and current practices, exploring 
alternative explanations for the patterns we find, evaluating their perfor- 
mance, and sketching out possible avenues for reform. We shall also 
examine the many linkages among these sets of mechanisms. For exam- 
ple, intergovernmental fiscal arrangements will be heavily influenced by 
the ways in which powers are divided, as will the scope and character of 
intergovernmental relations generally. The more that powers are shared, 
or responsibilities are cut across jurisdictional lines, the more important 
intergovernmental relationships become. Similarly, there is a close rela- 
tionship between relations among governments and the effectiveness of 
mechanisms for representing the regions at the “centre” (the more 
effective the latter, the fewer the demands on the former). 

We shall conclude this part of the monograph by returning more 
directly to the fundamental concepts with which we began. How well 
does this machinery stand up to the tests they imply? To what extent do 
they facilitate or frustrate democratic values? To what extent do they 
promote the reconciliation of regional and national loyalties? And to 
what extent do they permit Canadians to meet their policy objectives? 
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Chapter 7 


The Division of Powers 


This chapter again draws on Garth Stevenson’s paper. Stevenson quotes 
A.V. Dicey, who wrote that “the division of powers is an essential 
feature of federalism.” Indeed, it provides the fundamental legal author- 
ity for the exercise of power. It is the basic determinant of the relative 
importance of the two orders of government. It helps shape the terms of 
political debate and channels the behaviour of private interests. It is the 
essential framework through which the larger forces affecting the role of 
government and the shape of public policy have had to work. Changing 
conceptions along all three of the dimensions that we outlined in 
Part I — functional, community, democracy — have led to substantial 
modification in the division of powers as set out in the Constitution Act, 1867 
and to a complex sharing of responsibilities which today, as Stevenson 
has said, “singularly lacks the virtues of logic, precision and predic- 
tability.” At the same time, the division of powers has in turn helped 
shape the impact of these larger forces and has affected the scope and the 
timing of Canadian public policy, and the policy instruments which 
governments have employed. 

The division of powers has also been controversial throughout Cana- 
dian history. As Stevenson points out: 


Federal and provincial governments have sought to expand their de facto, 
and at times de jure, sphere of legislative power at one another’s expense, 
and have frequently accused governments at the other level of trespassing 
on the powers guaranteed them by the Constitution. Private interests have 
often challenged the actions of governments by arguing that such actions 
violated the constitutional division of powers, while at other times private 
interests have encouraged the expansion of governmental activity without 
much regard for whether the jurisdiction of the other level of government 
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was being invaded. Repeatedly, the judiciary has been called upon to define 
the scope of legislative powers confided to one or the other level of govern- 
ment, with results that have rarely failed to cause disappointment or resent- 
ment among some of those interested in the outcome. 


Thus, we begin our analysis of the Constitution and the practice of 
federalism with the division of powers. We shall look first at some 
alternative issues in constitutional design. How best to go about the task 
of assigning powers was a vital question for the constitution makers of 
the 1860s; no less has it concerned those grappling with constitutional 
reform in the recent period. We shall then turn to the evolution of the 
division of powers. How has the division of powers changed over time? 
Through what mechanisms for change? In response to what underlying 
forces? How can we characterize the actual division of responsibilities in 
the Canada of the 1980s? What are the central difficulties, and what are 
the prospects for reform? 


Structuring a Division of Powers 


Before we examine the forces that have shaped the evolution of the 
division of powers in Canada we should explore some “technical” 
matters concerning the design of a division of powers. There are many 
ways in which constitutions can assign powers among governments. 
Stevenson has demonstrated that federal constitutions vary widely in 
how they do so. The choices made by the framers will have a major effect 
on the later evolution of powers and on the patterns of intergovernmental 
relationships. 


Detailed or Broad? 


First, some federal constitutions provide only a very broad and general 
listing of the relevant powers. Older federal constitutions tend to list few 
specific powers; newer ones have tended to mirror the complexity of the 
contemporary roles of government in much more detailed listings. Per- 
haps reflecting the difficult compromises necessary to create Con- 
federation, the BNA Act of 1867 was complex. Not only did it set out 
extensive powers for each level (in ss. 91 and 92), together with con- 
currency in two areas (s. 95), but it qualified some provincial powers, for 
instance in education by providing a limited federal power to protect 
minorities, and over public works and undertakings with the federal 
“declaratory power,” s. 92(10)(c). Simple, broad allocations of power 
appear to be more permissive, facilitating adaptation in light of changing 
circumstances in order to minimize the role of the courts and to empha- 
size political mechanisms for adjustment. On the other hand, precise, 
detailed listings may lead to inflexibility and to more frequent recourse 
to judicial resolution. But they may be demanded by minorities, fearful 
of how majorities may exercise their power. 
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Watertight Compartments or Concurrency? 


Second, each power can be assigned exclusively to one or another order 
of government (the watertight compartments model) or powers can be 
divided or shared between the two orders. Sections 91 and 92 of the 1867 
act generally reflect the watertight compartments model, based on the 
assumption that it is possible to sort the responsibilities of government 
into discrete categories. Yet there were important areas of overlap right 
from the start. Agriculture and immigration were the only concurrent 
powers. Two other concurrent fields have since been added: pensions (in 
1951) and some aspects of trade in and taxation of natural resources. 
These were enacted in the Constitution Act, 1982 as s.92A. 

In addition, closely allied fields are sometimes divided between the 
two orders ina kind of fine-tuning. For example, the criminal law power, 
Ss. 91(27), and the appointment of judges are given to the federal govern- 
ment, while the “administration of justice” is given to the provinces; 
penitentiaries are the responsibility of the federal government, prisons of 
the provinces; divorce is given to Ottawa, but the solemnization of 
marriage to the provinces. There is also concurrent authority in most 
fields of taxation. In addition, the proliferation of programs in new areas 
has of course led to a vastly wider range of fields in which there is de 
facto concurrency. 

In most cases of concurrent jurisdiction the federal government is 
paramount, a result, however, of judicial interpretation rather than an 
explicit constitutional statement. Provincial legislation must give way if 
it conflicts with federal laws. Under s. 94A, however, the provinces have 
paramountcy in pensions. There are possibilities for further fine-tuning 
of either federal or provincial paramountcy. For example, in the 1985 
Canada-Newfoundland accord on offshore resources, there is an “elab- 
orate scheme of trumping powers with the upper hand shifting from one 
level of government to another, depending on the subject matter of the 
decision, on the timing of the decision, and on external factors” (Whyte, 
1985, p. 27). Watertight compartments have a number of advantages. 
They facilitate citizen awareness of who is responsible for which fields, 
and thus they can strengthen accountability. They minimize the pos- 
sibilities of overlap and duplication, as well as the need for extensive 
networks of intergovernmental relations. For these reasons, many con- 
stitutional reformers have sought to clarify and redistribute powers so as 
to restore a more precise division of authority and to “disentangle” 
federal and provincial responsibilities — a goal that has proved elusive. 
The blurring, if not the complete erosion, of watertight compartments is 
a characteristic of all modern federations. It is simply not possible to 
“slice up” the multifaceted activities of government into neat boxes; 
even if it could be done for a single moment, it would soon be outdated as 
new issues arose or as old ones came to be defined in new terms. 

Concurrency also offers important virtues. It acknowledges that many 
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areas do indeed have both national and provincial dimensions: to 
exclude one is to narrow unduly the possible range of responses. The 
competitive model of federalism also requires concurrency, allowing 
citizens to appeal to either level and permitting governments to compete 
directly against each other. Concurrency is also a device for flexibility: if 
one order of government is unwilling or unable to act, the other can do 
so. Thus, some recent constitutional proposals have suggested the 
extension of concurrency into a number of new areas, such as communi- 
cations, or have suggested formalizing in the Constitution some of the de 
facto areas of concurrency that have developed. 


General and Residual Clauses 


Constitution makers have always been aware that they cannot anticipate 
all possibilities. Constitutions have thus typically included both broad- 
ranging general grants of authority and residual clauses that indicate 
which level will be responsible for those areas not specifically men- 
tioned. In Canada these have been controversial matters and the courts 
have played a crucial role in defining them. The most obvious candidate 
for the general, residual power is the preamble to s. 91, giving the federal 
government responsibility for the “Peace, Order and Good Government 
of Canada” (POGG) and for all matters not exclusively assigned to the 
provinces. In addition, the federal power over “Trade and Commerce” 
held a potential to be interpreted as a plenary power, extending federal 
regulation through all parts of the economy (as has been the case in the 
United States). However, as Stevenson observes, the Judicial Commit- 
tee of the Privy Council significantly narrowed both clauses, preferring 
to find a specific, often provincial, head for emerging fields. The POGG 
clause came to be seen primarily as an emergency power and one that 
was confined to areas in which the provinces had manifestly no power to 
act. Moreover, under s. 92 two provincial powers also had the potential 
to be interpreted as general or residual clauses, namely “property and 
civil rights” and “‘all matters of a merely local or private Nature in the 
Province.”’ Thus, the Constitution Act actually contains two residual 
clauses. One consequence of this has been to help maintain the legal 
capacity of the provinces to play a central role in the emergent issues of 
public concern. 

Closely related is whether the Constitution provides overriding 
authority for one order of government to control the activities of others, 
or to act in their areas without their consent. As we saw, the 1867 act 
contained a number of provisions with just this effect, establishing 
federal dominance through the disallowance and reservation powers, 
and through the declaratory power with respect to “works or undertak- 
ings” that were deemed to be to the “general advantage” of the whole 
country. All were frequently used in the early years of Confederation. 
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Disallowance and reservation now appear to be constitutional “dead- 
letters,” though proposals to abolish them have not been enacted. The 
declaratory power was last used in 1961 and could conceivably be used 
again. Here, too, there have been many proposals either to abolish the 
power or to submit it to some form of provincial consent mechanism 
before it could be used. 

The federal government has other powers that establish a potential 
dominance over the provinces. For example, the War Measures Act, now 
effectively a part of the Constitution, confers unlimited authority on the 
federal government in times of war or “apprehended insurrection.” It 
was used to render Canada virtually a unitary state during both world 
wars. POGG has also been interpreted as an emergency power in less 
extreme circumstances. The 1975 wage and price control program, for 
_ example, was held to be justified under it, even though several aspects of 
the program infringed on provincial jurisdiction. Moreover, while the 
courts have generally interpreted federal regulatory powers narrowly, 
they have been highly permissive, to both levels, with respect to the 
power to spend. There are apparently very few limits on the federal 
government’s power to use the public purse for any purpose it wishes 
and to attach conditions to the grants involved, whether or not they are 
made to individuals, to institutions under provincial jurisdiction, or to 
provincial governments themselves. Nor have the courts limited provin- 
cial spending in largely federal areas, such as international activities. 
Both orders of government have been able to establish public enterprises 
in fields that are predominantly or entirely under the jurisdiction of the 
other, as with provincially owned airlines, television networks and finan- 
cial institutions, and as with federally owned corporations affecting 
housing (Canada Mortgage and Housing Corporation) or resources 
(Petro-Canada). (See Appendix A for the listing of the Commission 
study by Huffman, Langford and Neilson.) 

In general, the direction of interpretation and practice has been to 
render the Canadian Constitution far more a classically “federal” docu- 
ment, considering each order of government as being sovereign in its 
own field and removing most aspects of provincial subordination to the 
federal government. Yet, at the same time, each has retained consider- 
able ability to project itself into the other’s areas, thus increasing interde- 
pendencies. 


Symmetry or Asymmetry? 


Provinces or states in any federal system vary widely in size, wealth, and 
many other dimensions. But what of their powers and their legal status? 
In general, the units are considered equal for legal and constitutional 
‘ purposes, but from its inception the Canadian Constitution has included 
important elements of asymmetry or, to use a more modern and contro- 
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versial term, “‘special status.” For example, the BNA Act required the 
use of both French and English languages in the Quebec legislature, but 
not in the other provinces. (For other examples, see Stevenson’s paper.) 
Manitoba, Alberta and Saskatchewan were not given authority over 
public lands and natural resources until 1930, thus lacking powers avail- 
able to other provinces. 

Asymmetry has many more recent manifestations. Until 1981, vir- 
tually all proposals for a constitutional amendment formula included a 
veto for the two largest provinces, Quebec and Ontario, which would not 
be available to other provinces. Although the amendment formula 
enacted in 1982 counts each province equally, it also provides for individ- 
ual provinces to “opt out” of any amendments that derogate from their 
powers and privileges, thus opening up the possibility of constitutional 
provisions that vary from province to province. The 1982 act also 
imposes widely varying obligations on provinces with respect to the 
rights of linguistic minorities. Thus, there is considerable potential for 
increased asymmetry in the future. . 

Asymmetry in the Canadian federation has, however, been found 
more often at the legislative and administrative levels. The most com- 
mon pattern has been for provisions to apply to all provinces but for 
Quebec to be the only province to make use of them. The Commission 
study by Kenneth McRoberts (see Appendix A) summarizes a wide 
variety of such arrangements in Canadian practice: the establishment of 
the Canada and Quebec pension plans; the Established Programs 
(Interim Arrangements) Act of 1964; interprovincial variations in the 
administration of family and youth allowances and student loans; and 
arrangements with respect to provincial participation in immigration, 
tax collection, and other matters. In addition, federal involvement with 
provincial governments in such fields as regional development varies 
widely according to the individual circumstances of each province, and 
it is likely to continue to do so. 

The appropriate degree of asymmetry, especially if embedded in the 
Constitution, has been highly controversial in Canada. Successive 
Quebec governments have sought constitutional recognition of their 
special role with respect to the preservation of Quebec nationality. Such 
recognition, as we shall discuss later, has been strongly opposed by the 
federal government, and toa lesser extent by the other provinces. Oddly 
enough, this opposition may have strengthened decentralist trends in 
Canada. Whatever the expectations of English-Canadians, the degree of 
centralization has been limited to that acceptable in Quebec; and to the 
extent that Quebec has been successful in arguing for decentralization, it 
has been necessary to extend the same to the other provinces. 

The defenders of asymmetry argue that it is a necessary and appropri- 
ate recognition of the genuine differences among Canadian provinces. To 
deny it would be not only to frustrate the aspirations of Quebeckers but 
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also perhaps to deny non-Quebeckers the ability to realize their aspira- 
tions for the national government. The diversity of Canada’s provinces, 
they argue, is appropriately recognized by a diversity of status. Oppo- 
nents, however, argue that special status in the Constitution would 
diminish the legitimacy of the national government in Quebec and would 
strengthen the tendency to equate “Quebec” and “French Canada,” thus 
weakening the commitment to the country-wide community. They contend 
that variations in constitutional powers from province to province would 
confuse citizens and would undermine the equal treatment of citizens 
wherever they live, an essential element of the common citizenship. 


Citizen and State 


_ In the United States, as we have noted, the federal constitution not only 
divided power between federal and state governments but also, through 
the Bill of Rights, between citizens and government. The Bill of Rights 
carved out an area beyond the reach of any government. Canada, by 
contrast, inherited a constitution similar “in principle” to that of the 
United Kingdom, a model in which virtually unlimited authority was to 
rest with the Crown and Parliament. Thus, the protection of the individ- 
ual from the state was not a major part of Canadian constitutional design. 
Together, federal and provincial governments were seen to exercise the 
totality of power. The only way to challenge a law was to argue that it fell 
in the jurisdiction of the other order of government. 

Some individual and group rights were built into the original constitu- 
tional text. For instance, s. 121 implies that no government can impede 
the flow of “articles of commerce” between provinces. In addition, the 
1867 act, and later acts such as the Manitoba Act, incorporated some 
specific guarantees with respect to the rights of religious and linguistic 
minorities though Manitoba soon abrogated its obligations and the rights 
were only recently restored by the Supreme Court of Canada. Nev- 
ertheless, until the late 1960s, discussion of the Constitution was cou- 
ched almost entirely within the framework of dividing authority among 
governments, and not in terms of the nature of the boundary between 
citizen and state. 

Enactment of the Charter of Rights and Freedoms in 1982 was thus the 
most important constitutional innovation since 1867. While it does not 
(at least directly) shift authority from one level to another, it will deeply 
influence all future discussion of the division of powers. It provides a 
new basis for challenges to the legislative enactments of either order of 
government. Its central thrust is to limit the exercise of authority, but it 
also includes an imposition of obligations on governments: to continue 
the equalization program, to provide minority-language education 
where numbers warrant, and to ensure non-discrimination. In the hands 
of an activist court, such provisions shift “rights discussion” away from 
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the negative protection of citizens from government and toward an 
assertion of positive rights to government services. 

The design of the Charter demonstrates the necessity of finding a 
compromise between a conception of unlimited individual rights, on one 
hand, and the older majoritarian idea of parliamentary sovereignty, on 
the other. It also had to find a compromise between rights seen as 
invariable abstract rights held by individuals, wherever they may live, 
and views of Canadian society which emphasize the virtues of the 
different values found in sub-national communities. 

Section 1 of the Charter subjects the rights that follow to “such 
reasonable limits prescribed by law as can be demonstrably justified in a 
free and democratic society.” Although the clause permits limitations on 
rights, it subjects them to a severe test: they must be clearly specified 
and written down in law. The need for them must be justified; the burden 
of proof is on the government, and the courts will not simply accept the 
government’s assertion of the necessity to limit rights. Moreover, these 
limits must be justified in terms of democratic values, not just in terms of 
convenience or efficiency. An earlier draft of the Charter had added the 
phrase “with a parliamentary system of government,” but this reasser- 
tion of the predominance of majoritarianism was later removed; sim- 
ilarly, the word ‘‘justified’” was substituted for the more permissive 
“justifiable.” | 

If s. 1 of the Charter is carefully worded to constrain legislative 
majorities, other provisions give them freer rein; s. 33 provides that 
Parliament or a legislature may expressly declare that legislation affect- 
ing fundamental freedoms, legal rights, and equality rights will apply 
“notwithstanding” the provisions of the Charter. Such derogations must 
be expressly declared and are to expire after five years unless they are re- 
enacted. This power to derogate from the Charter is not only protection 
for a majoritarian conception of democracy but also for maintaining 
diversity among the Canadian communities. Other sections of the 
Charter also point in this direction. Thus, the right to minority-language 
education ‘‘where numbers warrant” is the only linguistic right that 
applies uniformly across all provinces. Language rights with respect to 
the legislature, the courts, and the provision of government services 
vary widely, imposing special obligations on Quebec, New Brunswick, 
and Manitoba. In addition, s. 6 limits the universality of individual 
mobility rights by explicitly allowing provinces with lower than average 
rates of employment to engage in affirmative action to protect disadvan- 
taged individuals. 

Thus, the Charter well illustrates the need to reconcile competing 
values, which we have identified as lying at the heart of federalism. Its 
effect on the relative standing of governments — and indeed its effect 
more generally — remains uncertain, since so many of the terms and 
concepts within it await judicial clarification. Nevertheless, it is possible 
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to argue that its effect will be centralizing in a number of respects. First, 
the overall thrust is a universalistic one. Citizens are not differentiated 
regionally. They hold their rights by virtue of their membership in the 
national pan-Canadian community, and these rights are upheld and 
enforced by a national institution, the Supreme Court. Thus, the Charter 
may in the long run strengthen orientations to the national community 
and weaken those to sub-national or provincial communities. Second, in 
its equality or non-discrimination rights, the Charter underlines identi- 
ties, such as gender, which cut across regions. Finally, it is possible that 
in the long run more provincial than federal legislation will find itself 
under challenge, since so much of the present regulation of social and 
commercial life falls to the provinces under “property and civil rights.” 
However, much remains to be clarified as the Charter gradually becomes 
integrated into other political processes. 


Evolution of the Division of Powers 


A reborn Father of Confederation might have great difficulty recognizing 
his handiwork if he tried to get a grasp on the role that the different 
orders of government play today. He would, perhaps, be struck most by 
the expansion in the activities of both orders of government, each now 
operating across a vastly broader range of economic, social, and cultural 
life than was imagined in 1867. Many of the responsibilities he had 
assigned to the provinces were, at the time, primarily carried out by 
private religious and charitable institutions. Today, now they are the 
domain of governments, and often the federal government as much as (or 
even more than) the provincial governments. He would also be struck by 
how much the bulkheads he had built to separate federal and provincial 
powers into watertight compartments had been broken down. He would 
find few areas indeed in which both levels of government were not active; 
and he would, of course, find governments doing things that he and his 
colleagues had not even contemplated. All these new activities have, 
however, been fitted into the capacious, elastic pockets of the original 
BNA Act. 

Indeed, as Stevenson observes, the initial division of powers can be no 
more than a starting point Inevitably, new problems will arise, old ones 
will be redefined, and governments will seek to use new policy tools to 
achieve their objectives. Today, Stevenson argues, the division of 
powers is “chaotic”: “It almost defies concise description and certainly 
bears little resemblance to the terms of the federal constitution.”’ We do 
not propose to examine the sharing of responsibilities in every policy 
area but will try to gain a general view of the the way it has developed. 

The most striking development is in the increase in shared, overlap- 
ping jurisdiction. A vast range of governmental functions are now con- 
current, de facto if not de jure. This is a result of four distinct processes. 
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First is the projection of federal concerns and interests into areas once 
reserved primarily for the provinces, largely, but not entirely, through 
the device of the spending power. The most obvious are the fields of 
social security and social policy, generally beginning with a few small 
shared-cost programs in the early years of the century, followed by old- 
age pensions in 1927, then extended during the depression era and after. 
They increased to a flood after World War I. The federal government has 
become primarily responsible for both defining and financing the Cana- 
dian welfare state in the name of national standards, national citizenship, 
and redistribution across regions and individuals. Some programs, such 
as family allowances, were undertaken directly by the federal govern- 
ment. Others, such as unemployment insurance and pensions, were 
transferred to it through constitutional amendment. In others, notably 
health care and education, the chief device has been transfers between 
levels of government. Federal and provincial programs in social policy 
now intersect each other at virtually every point. 

The federal government has also projected itself into other areas that 
were previously predominantly provincial, notably economic develop- 
ment, with such joint projects as the Trans-Canada Highway and later 
with the massive range of programs to promote regional development. To 
a somewhat lesser extent, the provinces have projected themselves into 
areas thought to be of predominantly federal concern. For example, if 
part of the rationale of Confederation was that Ottawa would be the main 
economic actor, with the provinces reserved mainly to cultural and 
social matters, today provinces engage in a wide range of economic 
policies to promote their development, including, on occasion, engaging 
in explicit provincial fiscal policies or demand management policies. 
Provinces have also become involved in many international activities. 
These include provincial representation abroad and a host of trade 
promotion activities. As international trade policy becomes increasingly 
focussed on the reduction of non-tariff barriers, provinces are becoming 
‘increasingly involved, partly because many of the practices at issue are 
within provincial jurisdiction, and partly because constitutional inter- 
pretation has meant that the federal power to implement treaties does not 
extend into provincial jurisdiction. Again, the examples can be multiplied. 

In recent years, such forays across jurisdictional lines have come to be 
labelled “‘intrusions,” suggesting that they are illegitimate. A series of 
reports prepared by the western premiers’ Task Force on Constitutional 
Trends in the 1970s identified dozens of such federal intrusions into areas 
of provincial jurisdiction, just as the Quebec Tremblay Commission had 
done two decades earlier. Federal leaders have often been vocal critics of 
the reverse trend by provinces. Certainly, such intrusions lead to 
increased complexity and entanglement, and they may certainly be used 
by some region or government to gain advantage over others; but it 
should be remembered that these intrusions have often fulfilled widely 
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approved national (or provincial) purposes. Something that is an intru- 
sion from one perspective may be in the national interest from another 
perspective. In addition, of course, to assert that any particular action is 
an intrusion presumes some prior consensus on the pre-existing division 
of authority, and this seldom exists, as we have seen. Finally, many of the 
federal interventions into provincial jurisdiction, especially in the 1940s 
and 1950s, not only had wide public support but had strong support from 
many provinces, which saw in federal conditional transfers vital 
assistance in carrying out their assigned responsibilities. Federal 
redistributive and regional development policies were a prerequisite 
rather than a barrier to their own “province building” efforts. 

Third, overlapping has increased massively in the field of revenue- 
raising. In the early years of Confederation, the revenue fields cultivated 
by the federal government and the provinces overlapped little, the 
provinces relying on direct taxing, and the federal government relying 
primarily on the tariff, which was not available to the provinces. Today, 
both levels rely heavily on the same fields, especially the corporate and 
personal income tax. 

Fourth, concurrency has been encouraged by the growth of new 
policy areas that fall outside any of the categories that were set out in the 
BNA Act. Many of these emerging problems could fall equally plausibly 
into a number of clauses of ss. 91 and 92, virtually inviting each level of 
government in. In some cases, it was possible for courts to find an 
existing power into which to fit the new responsibility; in others, the 
advantage tended to fall to whichever level of government first occupied 
the field and defined its terms. Such new areas are frequently subjects of 
intense federal-provincial conflict, a kind of competitive expansionism, 
which subsides as a rough division of labour is worked out among them. 
Numerous new fields cut across jurisdictional lines: the environment, 
consumer protection, manpower training, and many others. As Steven- 
son notes, between 1959 and 1984, both the Alberta cabinet and the 
federal cabinet nearly doubled in size, and many of the new portfolios 
that each added, such as environment and manpower, overlapped 
directly. 

For all these reasons, concurrency, overlapping, and shared respon- 
sibilities are fundamental features of Canadian federalism as in all other 
federations. A second broad development, which is both cause and 
consequence of increased concurrency, is the breakdown of a clear 
rationale, or set of criteria, for determining how responsibilities should 
be allocated. Two such rationales were built into the BNA Act. On one 
hand was a broad distinction between “local” and “national,” the for- 
mer to be provincial and the latter federal. But society and economy are 
now so interwoven that such a distinction cannot carry us very far. If we 
can agree that, to use Stevenson’s example, defence is a national respon- 
sibility and garbage collection a local one, we can find exceptions even 
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here. Defence may be a national concern, but the location of defence 
facilities or of plants to build equipment are decidedly local. Garbage 
collection may be local, but its larger effects, such as pollution, may well 
be interprovincial, national, and even international. 

In other less extreme examples, the distinction is impossible to make. 
Education is the classic example. While in many respects it is, as the 
Constitution suggests, undeniably local, in other respects it is undeni- 
ably national — intimately related to the quality and character of the 
workforce and to the development of pan-Canadian attitudes and values. 
The same is true for many federal responsibilities. Transportation again 
is a classic example. It is certainly national, but in a country as vast and 
diverse as ours’ its local manifestations and impacts are critical. Hence, 
a case could be made both for federal involvement in education (which 
has happened in post-secondary education funding, funding of research 
activities, and support for minority-language education programs) and 
for provincial involvement in transportation (which has been done 
through provincial ownership of railways in British Columbia and 
Ontario, through provincial administration of interprovincial trucking, 
and through provincial involvement in highways, to name but a few). 

Another way to think of the weakness of the national/local distinction 
is to use the economist’s terms of spillovers and externalities. A host of 
provincial actions can have effects on citizens and governments outside 
a province’s borders. A host of federal programs — taxing, spending and 
regulations — can spill over to affect provincial programs and priorities. 
Similarly, competing views of community can lead to widely varying 
conceptions of what is appropriately national or provincial. Thus, an 
expansive view of the supremacy of the national community, and of the 
federal government as its essential instrument, can lead to a virtually 
open-ended assertion of the national significance of local-level activities 
and hence of an essentially unlimited scope for the potential exercise of 
federal power. Conversely, a strongly held provincialist view justifies an 
equally unlimited projection of provincial interests into national affairs. 
Quebec nationalism, of course, erodes the distinction by seeing the 
nation as Quebec, again justifying an almost unlimited claim to jurisdiction. 

A second distinction of government roles found in the BNA Act is 
between economic matters on one hand and sociocultural matters on the 
other, with the former primarily federal and the latter primarily provin- 
cial — though, as we have seen, the federal government was from the 
start allocated important powers here too. This distinction has also 
broken down. On one hand, the concern with the national community 
and with increasing Canada’s international autonomy has not only led 
the federal government to be the architect of the welfare state, as 
discussed above, but has also led it into many areas of cultural and 
symbolic importance: multiculturalism, the CBC, the Canada Council, 
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and others. By the same token, provinces have recognized that preserva- 
tion of a distinct society and culture is impossible without the mainte- 
nance of a strong economy, and thus they have become much more 
interested in economic matters. 

No other broad-brush simple rationale appears to offer any better 
guide to deciding what should legitimately be federal and what should be 
provincial. The complexity of the modern division of powers mirrors this 
lack of consensus on the fundamental federal and provincial roles. One 
can, however, push this argument too far. Chaotic and complex as it may 
be, the Constitution does provide broad boundaries to the abilities of 
each level of government to act in an entirely unrestrained way. Supreme 
Court decisions frequently draw such lines, and they have important 
effects on subsequent developments. Moreover, some broad agreement 
on general roles does seem to exist, as Richard Johnston shows in his 
Commission monograph (see Appendix A). Few would disagree that 
defence and foreign affairs are overwhelmingly federal responsibilities. 
Few would deny that while the provinces are indeed important economic 
actors, the federal government is primarily responsible for broad mac- 
roeconomic management: for fiscal policy, monetary policy, and the 
like. Few would deny an overarching federal responsibility for the major 
redistributive programs, both for individuals and for regions, nor would 
they challenge the federal government’s responsibility for interregional 
trade and commerce or for transportation. Indeed, in these areas the call 
seems to be generally not for increased provincial jurisdiction but for a 
greater degree of regional sensitivity, whether through consultation with 
provincial governments or in the internal operations of the national 
government. A similar listing for provincial government roles might be 
more controversial, but it would probably include education, social 
services, and most of the detailed regulation of individual and commer- 
cial life encompassed in “property and civil rights.” 

One partial indicator of the division of labour is to be found in a listing 
of the share of spending by each order of government, across the major 
areas of public expenditure. Such a list, of course, does not take account 
of broad macroeconomic policy roles, nor does it measure activity in 
regulation or public ownership. It also, in this case, treats transfers to the 
provinces as provincial rather than federal spending. Nevertheless, the 
data are instructive. As Stevenson demonstrates (see Table 7-1), in 
1979-80 four functional areas were predominantly federal, with Ottawa 
undertaking 80 percent or more of the spending: defence, foreign affairs, 
research establishments, and labour and immigration. Social services, 
housing, resources and industrial development, transfers to own enter- 
prises, general services, and transportation and communications were 
shared, with the federal government accounting for between one-third 
and two-thirds of total government spending. The remainder — protec- 
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TABLE 7-1 Share Spent by Federal Government, 
by Category of Spending, 1979-80 


Category Percent 


Defence 100.0 
Foreign Affairs 100.0 
Research Establishments pe Ping 4 
Labour, Employment, Immigration 84.2 
Social Services 66.5 
Housing 61.6 
Resource Conservation and Industrial Development 59.0 
Transfers to Own Enterprises 54.9 
Debt Charges 49.5 
General Services 37.6 
Transport and Communications 34.7 
Protection of Persons and Property 22.4 
Recreation and Culture Lito 
Regional Planning and Development 12.9 
Environment 9.8 
Health 2.4 
Education 1.9 
Other Spending 1.8 


Source: Canadian Tax Foundation, The National Finances, 1982-83, p. 29. 


tion of persons, recreation and culture, regional planning, the environ- 
ment, health and education — were predominantly provincial, with the 
federal federal government spending less than a quarter of the total. 

There are, however, numerous “grey areas” covering a wide range of 
current and emerging areas of policy, within which much contemporary 
political debate occurs. Stevenson provides one such listing. He 
includes environmental and consumer protection, science policy, hous- 
ing, anti-discrimination policies, health care, youth policies, culture, 
regional development, and industrial policies. As some of these recede 
from the arena of controversy, others will take their place. 


Explanations 


What accounts for these changes in the operating division of powers? 
The proximate causes lie in the changing roles that governments play in 
advanced industrial societies such as Canada. Especially in the postwar 
period, federal institutions were required to adapt to new roles for the 
state and to new relationships between the state and society. The story of 
the evolution of the division of powers is essentially the story of how this 
was done, within the context of the institutions we had inherited and the 
ways in which the courts had understood them. However, these changes 
in the role of government were themselves the product of other forces, 
which also therefore must be understood as “causes” of shifts in the 
division of powers. These include such broad trends as the increasing 
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and changing importance of international influences in shaping the 
Canadian society and economy, the increased politicization of society, 
and the changing expectations and demands of citizens. 

Moreover, to say that the division of powers had to respond to chang- 
ing roles for the state does not necessarily explain how it did so. In 
particular, it does not explain how these new responsibilities would be 
allocated among governments, whether they would fall primarily to 
provincial governments or to the national government, or whether they 
would be shared. In order to answer this question, we shall return to the 
larger perspectives of functional federalism, democracy, and community 
that we outlined in Part I. All three are required to understand the 
Canadian pattern. 

That pattern has been distinctive in some important ways. While 
increased overlapping and concurrency has been common to all federal 
states as they respond to the same pressures for the growth of govern- 
ment, in most cases the result has been a considerable degree of cen- 
tralization. The major new responsibilities fell to the central govern- 
ments, even though they were often delivered through complex 
mechanisms of intergovernmental transfers. Canadian commentators 
(at least virtually all English-speaking ones) on the events of the 1930s, in 
which federal institutions were seen so clearly and tragically to have 
failed, argued that decentralized federalism was inherently incapable of 
undertaking the responsibilities that economic and social developments 
were forcing on the the modern state. The “dead hand” of the Constitu- 
tion (aided and abetted by the Judicial Committee of the Privy Council) 
had to be removed. The division of powers had to be reworked to reflect 
the new responsibilities of government. 

Events during and immediately after World War II seemed to indicate 
that this was precisely what was happening. The Rowell-Sirois Commis- 
sion reported in 1940, recommending federal jurisdiction over pensions 
and unemployment insurance and full federal jurisdiction over personal 
and corporate income taxes. All provinces agreed to a 1940 amendment 
transferring responsibility for unemployment insurance to the federal 
government. During the war, the fiscal and bureaucratic capacities of the 
federal government increased tremendously, and this dominance exten- 
ded into the years following. Toward the end of the war, the government’s 
white paper on incomes and employment embraced both freer trade and 
aresponsibility for managing the entire economy, a role that would fall to 
Ottawa. At the end of the war, the government also released its proposals 
for postwar federalism, the so-called Green Book proposals, which were 
discussed with the provinces at a series of Reconstruction Conferences. 
They, too, envisioned a greatly enhanced role for the federal govern- 
ment, including extension of welfare state policies and control over the 
income tax system. 

The larger, wealthier provinces rejected the Green Book proposals. 
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However, most of the elements of the proposals were achieved over the 
next two decades in a piecemeal series of federal-provincial agreements: 
tax rental agreements, grants for health care, culminating in the Hospital 
Insurance and Diagnostic Services Act, 1957 and the Medical Care Act, 
1966; grants for post-secondary education, leading to federal assumption 
of half the operating costs of all post-secondary institutions in 1967; 
grants to assist the provinces in social welfare, culminating in the 
Canada Assistance Plan, 1968; and developments in pensions, including 
the establishment of the federal old-age security pension in 1951, the 
Canada and Quebec pension plans in 1964, the guaranteed income 
supplement, and so on. 

Equally remarkable was the persistence and vitality of federalism. In 
only a few cases were responsibilities formally transferred to the federal 
level. In most cases, the federal government was to achieve its goals 
through shared-cost programs, with the provinces retaining a major role 
in program design and delivery. The fiscal centralization of the immedi- 
ate postwar period was steadily relaxed. The provincial shares of taxing, 
spending, and government employment rose at a considerably faster rate 
than federal spending throughout most of this period. The strength and 
self-confidence of provincial governments increased, along with their 
budgets. Thus, predictions that the provinces would wither away, to 
become little more than municipalities, able merely to weave minor 
variations on national themes, were proved to be decidedly premature. 
All this was reflected in the shifting division of powers. 

As the state adopted new roles, expectations of federalism pulled in 
somewhat different directions. Most thinking in the postwar period held 
that the efficiency and effectiveness of public policy implied the need for 
increased centralization, or federal authority. There are a number of 
strands to this argument. The new Keynesian economics stressed the 
need for the state to manipulate overall levels of taxing and spending in 
order to smooth out aggregate demand in the economy. Many assumed 
that this would be more feasible if one single authority was able to 
determine aggregate levels of taxation, borrowing, and expenditure, 
rather than if independent actions of 11 governments had to be coordi- 
nated. Most provinces were clearly too small to operate their own fiscal 
policy; any provincial effort was likely to be dissipated in spillovers to 
other jurisdictions. Without control over their money supply, the provin- 
ces’ capacity to engage in stabilization policy was further limited. The 
Canadian commitment to freer international trade in the post-War era 
also increased the importance of international economic relations in 
domestic policy-making, a development that was also assumed by many 
to require wider federal authority. More generally, it was felt that the 
private economic actors with which governments would have to inter- 
act, and which they would have to regulate, were increasingly tran- 
scending provincial boundaries. National and international corporations 
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and unions were felt to be beyond the reach of most provincial govern- 
ments. If the economy itself was becoming organized on a national 
basis, then the political system should be organized more nationally as 
well. 

Similar reasoning applied to the development of the welfare state. 
Individual provinces, it was felt, lacked the resources to put the new 
policies in place, though often they had acted as the pioneers, as 
Saskatchewan had done with public health care. It was also difficult for 
the provinces to pursue progressive redistributive policies, since in a 
society with mobile capital and labour, the wealthy could easily move to 
areas of low spending and low taxes, and the less well-off could do the 
reverse. Provincial provision of services such as post-secondary educa- 
tion would probably be less than was desirable for national purposes, 
since provinces would fear that graduates trained at their expense might 
move elsewhere on graduation. The more integrated and tight-knit the 
society, the more inhibiting such interdependencies could be and, as the 
Saskatchewan health care example shows, the more each level of gov- 
ernment would require the assistance of the other to meet its goals. The 
expansion was therefore complementary as often as competitive. 

There thus was a powerful functionally based rationale for a broader 
federal role; or, if not, for a high degree of federal involvement in 
provincial policy. By the 1970s, such functional arguments had attenu- 
ated somewhat. Perhaps the chief reason was that with the fundamental 
economic management policies well established, it was possible to turn 
more attention to the virtues of decentralization in terms of policy 
experiment, innovation, and the like. By the 1970s there was also grow- 
ing disquiet about the efficacy and desirability of some of the postwar 
policies; they were now less able to command broad support. In par- 
ticular, the limitations of such policies, especially for some regions, had 
become more apparent. Keynesian economics had indeed appeared to 
promote national growth, but it was not clear that it had done much to 
alleviate underlying regional disparities. Thus, a new set of issues was 
arising for which, at least for some interests, centralization was not the 
obvious solution. 

If the logic of functionalism was broadly centralizing, the logic of 
democracy was more complicated. The postwar period was charac- 
terized by increased citizen expectations and demands on governments, 
and by the proliferation of interest groups. Both phenomena were simul- 
taneously cause and consequence of the growth of governments. As 
Hugh G. Thorburn has demonstrated in his study of interest groups (see 
Appendix A), the organization and strategies of such groups was greatly 
influenced by the federal political structure and by the division of 
powers. Groups tended to organize around those governments which 
had the prime responsibility for matters of greatest concern to them. For 
example, provincial ownership of oil and gas resources led companies in 
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these fields to orient themselves primarily toward the provincial govern- 
ments. However, federalism also required many groups, such as labour, 
to orient themselves to both levels, often stretching their resources very 
thin and rendering it difficult for groups to develop coherent national 
policies. 

At the same time, the groups also helped shape the evolution of 
federalism. They greatly stimulated the development of jurisdictional 
overlap and policy interdependence, for neither interest groups nor 
citizens were likely to consult ss. 91 and 92 before articulating their 
demands. The call was for action by government generally, and both 
orders of government were often anxious to respond, especially in the 
newly emerging areas of public concern. 

Finally, community concerns also pulled in both directions. It was 
widely felt in the postwar period that the searing collective experiences 
of the depression and the war had greatly strengthened the sense of a 
Canadian national community. Shared sacrifice and the increased link- 
ages among citizens was producing a stronger national consciousness, 
one that was focussed on the federal government, for it had been the 
prime instrument of the war effort and alone seemed capable of putting in 
place the new public agenda. The commitment to the welfare state 
embodied an idea of social rights and national standards which should 
apply to citizens wherever they lived. A stronger national consciousness 
legitimized federal policies that were designed to foster it. No longer did 
it seem justified that we should tolerate large differences in the level and 
quality of public services simply because of the province of residence. It 
was widely thought that the processes of economic development in an 
advanced industrial society were likely to erode the importance of 
identities rooted in territory and culture, and to strengthen those related 
to one’s status in the economic system, for example as worker, manager, 
or farmer. This, too, was predicted to undermine the salience of provin- 
cial identities and to strengthen those at the national level. 

Nevertheless, the support for regional communities had by no means 
disappeared, especially in Quebec. In their response to the Rowell-Sirois 
Report (which itself had restrained its recommendations out of a recog- 
nition of the value of provincial diversity) and to the federal Green Book 
proposals, dissenting provinces were able to make strong appeals to 
values such as provincial autonomy. In the 1950s, Quebec’s Tremblay 
Commission was able to articulate a province-centred view of federalism 
which attacked the essentials of the thrust for postwar centralization. 
The strength of such feelings ensured that in the assumption of new 
roles, the answer would not simply be a wholesale transfers of respon- 
sibilities from the provinces to the federal government, however logical 
this might seem on functional grounds. Instead, many of these functions 
would be carried out by the provinces. In other cases, ways would be 
found to introduce them in a manner consistent with the maintenance of 
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federalism and of provincial responsibility, primarily through the devel- 
opment of the techniques that came to be known as cooperative fed- 
eralism. 

As we shall discuss later at greater length, by the 1970s federal and 
provincial governments were articulating highly divergent and compet- 
ing views of the character of the Canadian communities and their rela- 
tions to the two orders of government. This competitive state-building 
also promoted increased overlap and de facto concurrency, since for 
each of the competing visions tended to be predicated not ona functional 
division of powers, as suggested by ss. 91 and 92, but on a global view of 
the dominance of one or other level of community. In the pursuit of such 
visions, it was legitimate to deploy the full range of public policy — 
economic, social, and cultural. From this perspective, nothing was 
easily excluded from the purview of any government; no easy dividing 
line could be drawn. So in Quebec, for example, by the 1960s the issue 
was not whether there should be a welfare state but under whose 
auspices it should be organized. Thus, while in the postwar period the 
muting of regional consciousness had limited fundamental debate over 
the division of powers in favour of a search for cooperative mechanisms, 
by the 1960s the division of powers was at the heart of federal-provincial 
conflict, as each government explored the limits of its “jurisdictional 
potential.” 

As the preceding comment suggests, changes in the division of powers 
were not automatic reflections of a changing society and economy. They 
were developed and articulated by and through the governments in the 
federal system, each utilizing the resources allocated to it by the Consti- 
tution. Thus, we must also understand change in the operating division 
of powers through the internal dynamics of governments themselves. As 
they sought to master their own environments, and respond to electoral 
and other incentives, they were increasingly led to intervene in areas 
occupied by other governments and to use policy instruments that had 
previously been largely monopolized by the other. As we have seen, the 
terms of the BNA Act were permissive: a government could almost 
always find a legitimate constitutional peg on which to hang its desired 
programs. This was made possible both by the fact that many new areas 
did not fall neatly into any one category and by the presence of open- 
ended authority in areas such as the spending or the taxing power. 
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Chapter 8 


Refereeing the Constitution 


So far we have concentrated on the underlying forces shaping the 
evolution of the division of powers; but how these come to be reflected in 
the concrete changes also depends on the processes through which the 
Constitution is interpreted and changed. We thus turn to examine the 
role of the courts in the adjudication of the Constitution, and the mecha- 
nisms we have evolved for constitutional amendment. 


The Courts 


In every federal system, the country’s highest courts play a vital role in 
interpreting the meaning of the Constitution in light of changing policy 
goals and in adjudicating disputes among governments. The courts can 
play a major role in shaping constitutional development. Oddly enough, 
the framers of the BNA Act apparently gave little thought to this crucial 
role, areflection of our continued quasi-colonial status in 1867 and in the 
following years. Since the BNA Act was an act of the British parliament, 
it followed that the final role in adjudication would fall to a British 
institution, the Judicial Committee of the Privy Council (JCPC). Not until 
1949 were appeals to the JCPC abolished and adjudication domiciled in 
Canada. The Supreme Court of Canada, which is now the final court, 
was established by the federal government in 1875. Despite its central 
role in managing Canadian federalism, it has had no distinct constitu- 
tional status, though many proposals have been made to “constitu- 
tionalize”’ it and to ensure that in its composition and method of appoint- 
ment it is truly an instrument of the federation as a whole, rather than of 
one government. 
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Nevertheless, both the JCPC and the Supreme Court of Canada have 
played a vital and controversial role in the evolution of Canadian fed- 
eralism. It is not our purpose to trace the history of judicial interpreta- 
tion. The JCPC played a central role in redefining the “quasi-federal” 
centralized document of 1867 into the truly federal document it has 
become (see Stevenson’s Commission paper for references to this liter- 
ature). The judges, it is argued, substituted their own judgments about 
the appropriate character of federalism for that of the framers of the 
Constitution. The courts asserted that each order of government was 
sovereign in its own jurisdiction. Federal powers were defined largely to 
encompass those specifically outlined in s. 91. The preliminary “Peace, 
Order and Good Government” clause was narrowly interpreted to apply 
to extraordinary circumstances. Trade and Commerce was held not to 
extend into the regulation of economic activities within provinces, even 
when they might have an effect on the larger national economy. (For an 
extended discussion of these issues, see the Commission paper prepared 
by John D. Whyte and listed in Appendix A.) Federal attempts to grap- 
ple with the problems of the Great Depression, such as “Bennett’s New 
Deal,’ were held to be ultra vires of the federal government on the 
grounds that they interfered with provincial jurisdiction over property 
and civil rights. Indeed, legal critics such as F. R. Scott argued that the 
JCPC should bear most of the blame for the failure of the federal system 
to respond effectively to the problems of the depression. 

This interpretation has been challenged. First, as Whyte argues in his 
research paper, the JCPC did not misinterpret the BNA Act, since both 
the provincialist and centralist conceptions of federalism could be found 
embedded within it. Second, many commentators have argued that the 
decisions of the court were a reasonable reflection of the federal realities 
of Canadian society and that rather than subverting the Constitution, 
they were helping to adapt it to the true nature of the Canadian communi- 
ties. Third, decisions of the JCPC by no means all ran in the same 
direction. The JCPC blocked a considerable number of provincial inter- 
ventions as well, notably depression-era legislation by the Alberta Social 
Credit government to meet the needs of debt-ridden farmers. In addi- 
tion, the courts did find many of the new concerns (such as broadcasting 
and regulation of nuclear power) to fall within federal jurisdiction. They 
have interpreted the federal emergency power broadly. Fourth, while 
federal regulatory powers tended to be narrowly construed, the courts 
were highly permissive with respect to the power to spend. Hence, the 
courts placed few limits on the evolution of cooperative federalism in the 
postwar period (partly, at least, partly because neither governments nor 
citizens were much inclined to oppose the increased spending involved). 

In addition, there is considerable evidence that the courts have not 
single-mindedly supported one level of government over the other. In 
their review of decisions by the Supreme Court of Canada, Peter Russell 
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(1984), and Guy Tremblay in his paper for this Commission (see Appen- 
dix A), find a consistent search for balance: attributions of power in one 
area are counterposed by limitations in another. The result of the 198] 
Constitution reference was an extreme example. The Supreme Court 
found the federal constitutional initiative at once legal and a violation of 
constitutional convention, thus giving weight to the arguments of both 
sides and forcing them back to the bargaining table. (See Russell, 1983, 
pp. 210-38.) Finally, judicial decisions have not been irreversible through 
the political process. The federal unemployment scheme struck down in 
1937 was achieved through a constitutional amendment in 1940. Negative 
decisions can often be circumvented by rewriting legislation to base it on 
new grounds. Also, as we shall see later in this monograph, devices of 
federal-provincial cooperation were able to achieve common goals that 
were beyond the constitutional authority of a single government. Thus, 
Stevenson’s review of the role of the courts in his Commission study 
concludes: 


From 1949 on, and perhaps from even before then, the courts, on balance, 
do not seem to have had a decisive influence on the evolution of the de facto 
division of powers. . . . The more fundamental cause of change must 
apparently be found in the reasons that lie behind the expanding activities of 
the state, a phenomenon obviously not confined to Canada, and in the 
reasons that explain why new kinds of state activity emerged in Canada at 
one level of government sooner than at the other. 


This, of course, is not to deny that individual decisions can have a large 
impact in particular areas. Numerous recent decisions, such as the 
Senate reference, the Supreme Court reference, offshore resources, and 
issues connected with product standards, have greatly affected both 
private and governmental interests. Yet even here decisions are seldom 
the end of the story; rather, they reallocate the resources for yet further 
rounds of negotiation. 

There are some reasons for believing that the role of the courts in 
Canadian federalism may be increasing. Russell (1984) notes a large 
increase in the number of constitutional matters that have come before 
the courts since the 1960s. In part, this seems to reflect the increased 
intensity of intergovernmental competition in highly contested areas 
such as resources, and the resulting inability of governments to work out 
agreements among themselves. In part, too, this may reflect a shift in 
governmental concerns from spending (where, as we have seen, the 
courts have tended to be permissive) to regulation, especially in eco- 
nomic life. In addition, the advent of the Charter will no doubt greatly 
increase the role of the Supreme Court in Canadian policy making, and 
many of the decisions made under the Charter will have major implica- 
tions for the division of powers. 

This suggests that a continuing concern for judges will be to develop 
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and extend what John Whyte calls ““mediating principles,” as they are 
called on to weigh competing values and goals. In his paper, Whyte 
examines at length the evolution of such mediating principles in the 
tension between a national economy and a national economic union, and 
the need to preserve provincial diversity. He suggests a number of 
guidelines that judges might usefully follow to get through the minefield. 
A similar set of mediating principles will be necessary to balance individ- 
ual and collective rights when the rights of the Charter conflict with 
parliamentary sovereignty. 

If this is the case, then the constitutional status of the Supreme Court 
may well become the subject of greater political debate. Numerous 
proposals for constitutional change affecting the Supreme Court were 
made in the constitutional discussions of 1968—71 and 1978-82. They 
included entrenching the court directly in the Constitution as an “‘institu- 
tion of the federation,” altering the size and mandate of the court, 
providing a role for the provinces in the selection of judges, and constitu- 
tionally defining the regional and linguistic make-up of the court. The 
amending formula in ss. 41(d) and 42(d) of the Constitution Act, 1982 notes 
that constitutional amendments relating to the Supreme Court may be 
made under the general amending formula and that amendments 
respecting the composition of the court require unanimous agreement, 
but it is unclear where these provisions apply to the existing federal 
Supreme Court Act. | 


Constitutional Amendment 


Perhaps a more startling omission in the BNA Act was the absence of any 
general formula for its amendment. This, too, is a fundamental feature of 
federal constitutions. Changes in the terms of the act would have to be 
made by the parliament of the United Kingdom. In 1949, at the high point 
of postwar federal power, an amendment was passed to allow the federal 
government unilaterally to amend certain parts of the BNA Act, but the 
division of powers, other rights and privileges of the provinces, linguistic 
rights, and other matters critical to the federal balance were specifically 
excluded. Canadian governments had struggled to find a general amend- 
ing formula since at least the 1920s, but without success. It was not until 
1982 that an amending formula domiciled entirely within Canada was 
enacted. 

As we have seen, this is not to say that the absence of a procedure 
blocked all amendment. The convention emerged that the British parlia- 
ment would make amendments to the act at the request of Canada. What 
was controversial, and what provoked bitter disagreement in 1980 and 
1981, was the degree of consent necessary within Canada before such a 
request could properly be made, and whether there was any residual 
responsibility on the part of British parliamentarians to “look behind” 
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any request from the Canadian parliament. By the 1960s, there was 
broad agreement that, at least for amendments affecting the division of 
powers, it was necessary to secure the assent of the federal government 
and of the provinces; in other areas, the precedents were considerably 
more murky. Nor was it clear whether, if a provincial consensus was 
necessary, provincial consent was to mean all provinces or simply a 
majority of them. Most constitutional discussions until 1980 had 
assumed that provincial consent was necessary, but this view was chal- 
lenged by the federal constitutional initiative following failure of the 
September 1980 constitutional conference. In its judgment on the consti- 
tutional reference in 1981, a majority of the Supreme Court concluded 
that the Constitutional rule required simply “substantial consent,” thus 
paving the way for a constitutional settlement without the approval of 
the government of Quebec. ! 

Again, we do not wish to describe the complex discussions over 
alternative amendment formulae. We wish instead once again to relate 
the issues concerning an amending procedure to the larger perspectives 
on federalism which we outlined earlier. Little need be said at the 
functional level. The primary concern here is that an amendment for- 
mula should offer flexibility. The procedure should not be so cumber- 
some, nor have such severe requirements for consent, that necessary 
modifications to the Constitution could be blocked for long periods. 
Against this, however, should be noted the security against majority 
power that can be found in a more rigid formula. In addition, the 
procedure should be clear and should itself enjoy a high degree of 
consensus. The procedure before 1982 seemed to fail on both counts. To 
the extent that no mechanism was in place, substantive discussion about 
concrete amendments were diverted into arguments over the proper 
procedure to be used. To the extent that the operative principle was 
unanimity, agreement on change was hard to achieve. With the few 
exceptions that we have noted, constitutional change was not a widely 
used instrument of adaptation in the federal system. Emphasis was 
placed on administrative and political mechanisms of adaptation. 

The question of democratic values enters a discussion of amendment 
procedures more directly. It does so in two ways. First, who should 
participate in discussions and decisions about constitutional change? 
Until 1980, “the people” did so only indirectly, insofar as cabinets were 
responsible to legislatures, which were in turn responsible to voters. The 
Joint Committee of the Senate and the House of Commons had been 
created during the 1968-71 constitutional review, but its deliberations 
played little part in the negotiations. The same was true with a number of 
provincial committees. The primary forum for constitutional discussion 
was the intergovernmental conference; the participants were the senior 
executives of governments, and the agendas tended to reflect govern- 
mental concerns. Constitution-making was thus a process limited to 
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governmental elites, just as it had been in the framing of the BNA Act. 

The election of the Parti Québécois in 1976 changed the pattern. Here 
was a government which had campaigned on a platform of radical 
constitutional change and which had, moreover, promised a referendum 
to seek a mandate to pursue it. Constitution-making was irrevocably in 
the public arena. Reactions to the PQ election in the rest of Canada also 
served to politicize the issue as a spate of conferences, task forces, and 
citizen groups arose to search for national unity. The federal govern- 
ment, in its battle with the PQ government, also sought to politicize the 
issue and mobilize public support. Prime Minister Trudeau drew a 
politically astute distinction between the constitutional issue of “powers 
for the people,” focussed on the need for a charter of rights, and “powers 
for governments,” focussed on the division of powers. The 1980 Quebec 
referendum was itself a massive, occasionally soul-searing, exercise in 
public choice on the deepest of constitutional issues. When, in the 
autumn of 1980, the federal government moved on its own to request 
Great Britain to pass its constitutional package, including an amend- 
ment formula and the Charter of Rights and Freedoms, another joint 
parliamentary committee became the platform for a multitude of citizen 
groups, whose efforts greatly altered the terms of the debate, focussing it 
much more on the issues of citizen and state than on the structure of 
federalism. | 

The implication of all these developments was, ina sense, that amend- 
ment of the Constitution was more than a matter for governments. 
Should there be more direct forums for public participation, such as an 
elected ‘constituent assembly”? Should there be a greater role for 
individual MPs? And should any constitutional amendments be ratified 
by referendum before they become law, as is the case in Australia and 
Switzerland? The federal amendment proposal of October 1980 included 
a provision that in the event of intergovernmental deadlock on a pro- 
posed change, the matter should be submitted to a national referendum. 
Approval embodied a regional criterion; it would require a majority of 
the votes in Quebec and Ontario and in two western and two Atlantic 
provinces. The possibility re-emerged briefly during the climactic con- 
stitutional discussions in November 1981. In the event, no such pro- 
cedure was adopted. However, in the new amending formula there are 
one or two provisions that point the way to greater public participation. 
Constitutional resolutions, as well as derogations under the Charter, are 
explicitly required to be adopted by legislatures. The consent of the 
appropriate number of first ministers or executives is not sufficient. The 
constitutional package also included provision for future conferences of 
first ministers to discuss aboriginal rights, at which representatives of 
native peoples would be present, a possible precedent for the future. 

The second “democratic” issue takes us directly into the question of 
competing senses of community. What kind of a majority is necessary to 
achieve constitutional change? Is the majority to be a national one — 
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50 percent plus one of all Canadians, or their representatives? Or is it to 
require the agreement of a series of majorities in each of the provinces? 
The first view, of course, represents the image of Canada as ultimately a 
single national community, with provincial communities being required 
to accept the national will. The second sees the essence of federalism as 
the combination of a national community with co-equal provincial com- 
munities. Fundamental change, as represented by constitutional amend- 
ment, therefore requires the consent of both. The federal-provincial 
battle of 1980-81 was fought directly on this issue. The federal govern- 
ment asserted a national majoritarian position, arguing that it had the 
authority, on the basis of a parliamentary majority, to petition the British 
parliament. The amending formula that it proposed for the future, how- 
ever, required the consent of regional majorities. Eight of the provinces 
advocated a more provincialist formula. The debate also engaged the 
question of how the differing conceptions of community were to be 
represented in governments. The federal view was that the national 
government represented Canadians from sea to sea and thus encom- 
passed the provincial communities. The provinces argued that provin- 
cial governments and legislatures were the essential spokesmen for 
“section 92 Canada,” just as Ottawa was for “section 91 Canada.” 

Two other such issues arose. First, should larger provinces, however 
represented, carry the same weight in an amendment process as smaller 
provinces? In other words, was it persons or was it provincial communi- 
ties that should be treated equally? Earlier constitutional amendment 
proposals, such as the Fulton-Favreau formula of 1964, had weighted 
provinces differently. The formula tentatively agreed to in 1971, in the 
Victoria Charter, was based on a regional calculus: amendments would 
require the assent of two of the four western provinces (together repre- 
senting a majority of the region), two of the four Atlantic provinces, and 
Quebec and Ontario, each of which would thereby have a veto. 

The formula adopted in 1981 is based on equal provinces. Most amend- 
ments require the assent of Parliament and of the legislatures of seven 
provinces which together comprise half of the population, thus not 
removing the majoritarian element entirely. So now, except in a few 
cases where unanimity is required (such as representation in the Com- 
mons and Senate or a change in the amendment formula itself), no single 
province can block a change sought by a majority of the others. The 
provincialist view can also incorporate the idea that, as individual 
communities, provinces have rights which are inviolable — which no 
combination of other governments, or of national majorities can abro- 
gate. This view was adopted in the new amending formula in the form of 
the opting-out clause. Section 38(3) of the Constitution Act, 1982 states 
that an amendment which ‘“‘derogates from the legislative powers, the 
proprietary rights or any other rights or privileges of the legislature or 
government of a province . . . shall not have effect” in a province whose 
legislature has rejected it. Where such opting out involves education or 
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other cultural matters, ‘reasonable compensation” will be paid to the 
dissenting province. Thus, the amending formula that we adopted is 
highly provincialist, unlike the Charter of Rights and Freedoms. 

The second community-based issue concerns Quebec and remains 
unresolved. Quebec has traditionally argued that its assent to constitu- 
tional change was necessary not simply because it was the second- 
largest province but because of its special role with respect to the 
Quebec community. In adopting the “equal province” formula, the 
Quebec veto was dropped, as was Quebec’s proposal that fiscal compen- 
sation should apply to any matter on which a province had opted out. 
Here, of course, the view is that Canada is more than a set of provincial 
communities; it is also composed of two national communities, which at 
least for some purposes should be treated equally. Repudiation of the 
traditional Quebec position was the major ground for Quebec’s refusal to 
sign the constitutional accord of November 1980 and was the basis of 
Quebec’s unsuccessful court challenge to the Constitution Act, 1982. The 
search for ways to “get Quebec in” to the Constitution is still under way 
and is discussed further in a later chapter. 

Just as it is difficult to anticipate the long-run impact of the Charter, so 
it is with the new amending formula. In some ways, the amending 
formula may make constitutional change easier to achieve. No longer is 
unanimous consent required. No longer will substantive debates 
become intermingled with procedural ones. The knowledge that provin- 
ces can opt out may mean that they will feel less need to block changes 
that others feel are necessary. Proposed amendments can originate in 
any of 11 legislatures. They can be agreed to “seriatim” without the need 
for complex “package deals” as in past efforts. 

The amending formula also opens the way to a more asymmetrical 
federalism, through the device of opting out. As we saw previously, 
some view this as an essential protection for the integrity of each 
province and for flexibility. Others, however, argue that it creates the 
possibility of a “checkerboard” Canada, violating the principle of equal 
treatment for individuals and creating a different constitution in each 
province. Since the federal government’s assent is necessary for any 
amendment, it has the power to prevent such a development, since if one 
or two provinces signify their intention to opt out, Ottawa could with- 
hold its agreement. The dilemma in this, of course, is that other citizens, 
perhaps even a large majority, would be frustrated. We would have 
maintained symmetry at the cost of responsiveness. 

The fear of such a checkerboard Canada may result in very limited use 
of the amending formula. Thus, while the courts and the amendment 
procedure may in the future play a larger role in the evolution of fed- 
eralism, the primary processes will remain the exercise of existing 
powers by governments, and their interaction in federal-provincial rela- 
tions and in fiscal federalism. It is to the latter that we now turn. 
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Chapter 9 


Intergovernmental Fiscal Arrangements 


Fiscal arrangements are a key feature of any federation. Change in them 
may be tantamount to change in the constitution. If expenditure respon- 
sibilities are to be allocated to a number of different jurisdictions instead 
of just one, so must revenues be as well. Total receipts for each govern- 
mental unit must do more than approximate total disbursements; they 
must also permit each political authority to discharge its assigned func- 
tions effectively, be they at the regional or national level. Fiscal arrange- 
ments are thus essential to sustaining a federal form of government; they 
can reinforce — or subvert — the formal division of powers. 

There are in principle two logically distinct ways to assign revenues. 
Each government could be given constitutional access to the major tax 
sources and left to raise whatever funds it needed itself. There would be 
no intergovernmental fiscal transfers of any sort other than perhaps in 
payment for specific services rendered. Alternatively, one jurisdiction 
(probably but not necessarily the central one) could do all the taxing and 
could then distribute the revenue to the others according to some pre- 
determined formula. 

These are the opposite ends of the possible spectrum of intergovern- 
mental fiscal arrangements. Canada, like most federations, occupies an 
intermediate position. Ottawa, the provinces, and municipalities all levy 
their own taxes, but significant intergovernmental transfers exist as well. 
The federal government is the sole authority that raises its entire reve- 
nue, excluding borrowing, by taxation. The others rely on transfers from 
other governments to varying degrees. In the calendar year 1983, for 
example, Ottawa received slightly more than $70 billion in revenue. Of 
this amount it transferred to other jurisdictions nearly $17.5 billion, or 
one-quarter of its total receipts. For every $3 the federal government 
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collected in taxes for its own use that year, it collected an additional $1 
for the sole purpose of turning it over to another political authority 
(provincial treasurers for the most part). 

Fiscal transfers from Ottawa take a number of forms. As Table 9-1 
shows, federal contributions to provincially administered health, educa- 
tion, and welfare programs dominate the estimates. Over $12.2 billion or 
about 63 percent of the cash transfers are accounted for in this manner: 
$8.3 billion under Established Programs Financing, $3.6 billion for the 
federal share of Canada Assistance Plan payments, $99 million for other 
health and welfare, and $204.4 million for bilingual education. Another 
$6.8 billion is turned over in the form of tax transfers; that is, income tax 
points or “room’’ that the federal government has turned over to the 
provinces as part of its commitment to Established Programs Financing. 
The other large category is equalization entitlements, which total nearly 
$5.4 billion or about 28 percent of total cash disbursements. Mis- 
cellaneous transfers such as statutory subsidies written into the Consti- 
tution Act, 1867, payments to municipalities and territories, grants for 
regional development, and crop insurance account for the remainder. 
Federal grants are thus allocated both for specific purposes, or particular 
programs, and for unspecified ‘general purpose” uses by the provinces. 

The objects of this chapter are to explain why Canada has adopted this 
particular mix of intergovernmental taxes and transfers, and to evaluate 
how effectively it functions. We begin by asking why intergovernmental 
grants would ever exist in a federation. Why not simply require, or allow, 
each unit to raise whatever revenue it needs through its own taxation 
efforts? With the principles enunciated, we look first at the historical 
evolution and then at the current system of fiscal arrangements in 
Canada. In each case, we ask whether the arrangements in place are 
adequately performing the role for which they were intended. Where 
problems are found, we canvass the broad proposals for reform. The 
object here, as elsewhere in this part of the monograph, is to distinguish 
between faults in design, which are presumably correctable, and those 
which represent more fundamental trade-offs inherent in the federation. 


Principles 


This section of the chapter is drawn in part from the Commission paper 
by Robin Boadway (see Appendix A). 


The Case for Decentralization 


At first glance a completely decentralized tax system is attractive for two 
important reasons. First, it is the arrangement that appears to be most 
compatible with the tenets of federalism. The essence of a federal form of 
government is local sovereignty; in its designated spheres each unit is 
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free to exercise its policy discretion unhampered. Taxes are an impor- 
tant tool for redistributing income and for promoting economic develop- 
ment, as well as for the more obvious role of providing revenue to finance 
public-sector goods and services. If these responsibilities are assigned 
to the provinces, it is only logical that the provinces should be given the 
capacity to carry them out as they see fit. One level of government must 
not, by virtue of a superior fiscal position, be able to prevent another 
from discharging its legitimate constitutional mandate. 

The other feature relates to the notion of fiscal responsibility. It might 
be argued that the principle of local sovereignty encountered in the 
preceding paragraph would be equally well served by a system of truly 
unconditional grants from the central government to the provinces. But 
like individuals, governments are more careful about their actions when 
they are likely to be held directly responsible for them. In short, this 
means that governments that do the spending should raise the taxes. 
Citizens can more easily compare the value of the government service 
they are receiving to its cost in terms of foregone private goods and 
services. Governments, knowing this, will need to be more careful in 
what they propose in the way of public spending, and more open in 
defending their decisions at election time. It is too easy for governments 
to cater to narrow, special interest groups when they do not need to tax 
their constituents to finance promises. What little empirical literature 
there is appears to support this contention (Winer, 1983), although it 
would be misleading to suggest the case has been made definitively. 

Elements of each of the three perspectives on federalism discussed in 
Part I are seen to enter into the case for decentralizing taxation author- 
ity. The public sector is held to be more efficient the closer is the tie in the 
taxpayers’ minds between programs received and taxes paid. The 
smaller the political unit, the more likely are individual citizens to have 
an effective input into the budgetary process, and hence the more 
democratic it appears to them. Finally, giving both provincial and 
national governments full authority over taxation appears to allow them 
to pursue their respective senses of community needs and aspirations as 
freely as possible. 


The Case against Decentralization 


Why, then, do intergovernmental grants exist at all? Why does Ottawa 
tax Canadians simply to turn the revenue over to provincial and munici- 
pal governments? There are a number of explanations, each rooted in 
one or the other of the three federalism perspectives. First, separate tax 
systems are more costly to operate and are inconvenient for taxpayers. 
They require several bureaucracies rather than one, and two or more 
potentially quite different tax forms for companies and individuals to fill 
out each year. These problems can be avoided if one government collects 
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all the revenue initially and then allocates it among regional units accord- 
ing to some predetermined formula. To admit to administrative econo- 
mies, though, is not necessarily to conclude that the taxing authority has 
to be vested entirely with one level of government. Collection efforts can 
be coordinated, even centralized, at the administrative level, with effec- 
tive control being retained locally. Each unit could still be entirely self- 
financing, yet could turn collection responsibilities over to another 
government. The choice, as we saw in Part I, depends in part upon the 
relative costs of independent versus collective action. There are likely to 
be cost savings, but at the inevitable cost of surrendering some control 
over the design and operation of the tax system. 

The concept of a ‘“‘vertical gap” is often advanced as a further 
rationale for transfers among governments. Left to themselves, it is felt, 
some levels of government would be unable to raise sufficient revenue to 
carry out their constitutionally assigned expenditure responsibilities, 
while others would have more than adequate access to funds. Jurisdic- 
tions in relative fiscal surplus should therefore transfer funds, uncondi- 
tionally, to those in relative deficit. Grants are thus essentially a by- 
product of an inability to match revenues and expenditures. 

There are two reasons why such an imbalance between revenue 
capabilities and expenditure responsibilities might arise. One level of 
government might be excluded, constitutionally, from one or more of the 
important taxation sources. This may not seem like an important prob- 
lem, since the obvious solution, if a decentralized tax system is truly 
sought, is to remove the offending clause. But constitutional change is a 
complex matter, as recent Canadian experience amply demonstrates. 
Fiscal transfers are much simpler to implement and can be adjusted 
more easily over time. 

The other factor behind a vertical gap might be that economic circum- 
stances prevent authorities from using some tax sources fully even when 
they have authority to do so. Competition among the provinces or 
municipalities for investment or skilled labour might lead to income 
taxes and business surcharges being bid down to or even below the costs 
of the services provided. Land and other immobile resources would be 
left with ever-increasing shares of the total tax bill. These sources are not 
as elastic as personal and business taxes, so not only would the mix 
become distorted but a total revenues shortfall would be inevitable. The 
central government does not face as much of a constraint in this respect, 
since labour at least is only imperfectly mobile internationally. Thus, it 
might be more efficient for this unit to levy the socially “correct” taxes 
on all income and to redistribute the proceeds. 

A third justification for intergovernmental grants stems from inter- 
regional externalities or spillovers. If political boundaries coincide 
exactly with the geographical span of public goods; actions by one 
regional government will have no effect on residents of another. In 
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practice this perfect mapping, as it is called, is impossible to achieve. In 
an economy where products and factors trade interregionally, it is inev- 
itable that taxation or expenditure decisions in one region will affect 
output, investment, and migration decisions in another. Local authori- 
ties will quite naturally ignore these spillovers, since they are in no 
formal way responsible for them; nor, if the spillovers are beneficial, can 
they appropriate any of the political benefit from them. If the costs can 
be exported, the policy will be “overproduced” from a national welfare 
perspective. Tax exporting, namely shifting the burden of taxation onto 
others, is a classic example of this type of distortion. On the other hand, 
if the benefits accrue externally, the goods or services will be ‘‘under- 
produced.” Expenditures on highways, higher education, pollution con- 
trol, and public service broadcasting are examples of this latter phe- 
nomenon. Thus, intergovernmental grants can improve the efficiency of 
the public sector intervention. 

There is a further, political, issue: some citizens will be directly 
affected by a government over which they have no political recourse. 
They cannot vote for or against the policy. Whatever improvement in 
democratic access to their own government was achieved through 
decentralization is compromised by being cut out of the decision process 
in a greater number of instances. 

The most obvious solution to this problem of interprovincial spillovers 
might appear to be to reassign constitutional responsibilities until there 
is a better correspondance between political authority and the geograph- 
ical span of all public goods. Yet this could never be achieved, even 
approximately, in practice. In the limit, there would need to be a sepa- 
rate level of government for each public-sector activity. Thus, it is 
inevitable that provincial governments will implement policies whose 
effects will spill over onto other jurisdictions and that the federal govern- 
ment will have reponsibilities that relate only to certain parts of the 
country. 

If boundaries cannot be correctly drawn, intergovernmental grants 
can, in principal, be employed to the same effect. Most obviously, the 
federal government can use its fiscal authority to subsidize provincial 
spending in areas where underprovision is suspected. Less directly, the 
central government can use its financial clout to attempt to dissuade 
provinces from undertaking actions that will impinge adversely on other 
provinces, or at least it can help to compensate those affected. This is the 
classic justification of traditional grant programs: federal funds induce 
provinces to spend more ona function than they would if left alone. Less 
frequently, perhaps, one provincial government can make a transfer to 
another to “pay” for spillovers provided by the latter to its residents, or 
to compensate it for the effects of some adverse policy it is pursuing. 

The case of national standards in the provision of economic and social 
policies is a prominent example of the externalities argument, though it 
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is not always phrased as such. Central governments are often interested 
in maintaining national standards in certain programs, even if the provin- 
ces retain ultimate constitutional authority in the area. The rationale is 
basically the political one encountered above. There are certain rights, 
expectations, and responsibilities that must be common to all Canadians 
for there to be a truly national community. Put conversely, there are 
some fundamental things that cannot vary regionally. 

To state this principle, of course, offers no guidelines as to what 
qualifies as essential and what does not. The essential problem in this 
instance is that the constitutional assignment is incorrect. If national 
standards are truly appropriate, the program should be the responsibility 
of the central government so that there can be no chance of regional 
variation. Conversely, if there is no compelling case for uniformity and if 
the responsibility has been assigned to the provinces, there does not 
seem to be any justification for using spending power in this manner. The 
rationale for conditional federal grants is the one encountered above; 
constitutional change is desirable but impossible to achieve, so condi- 
tional grants serve as an effective substitute, This rationale figures 
prominently in Canadian history, as we shall see shortly. 

A fourth rationale for the central government assuming a leading role 
in tax collection stems from a concern that granting provinces unre- 
stricted access to all taxation sources could leave the nation with a 
completely unharmonized tax system in which taxation rates, even 
definitions of taxable income, would vary greatly across provinces, in 
addition to expenditure levels and patterns. This is thought to be a 
problem on two accounts. First, principles of what is termed horizontal 
equity are compromised. Simply put, individual Canadians who are 
identical with respect to income and wealth but who reside in different 
provinces would not be treated identically by the government sector. For 
example, a doctor in one province might pay more tax on a given income 
than his counterpart in another jurisdiction, or an unemployed worker 
might receive more benefits than workers elsewhere. To many, this 
sitution is inconsistent with the concept of a national community. 

The obvious rejoinder to this concern is that the desire to implement 
different social and redistributive policies was the reason for establishing 
a federation in the first place. One can ask that the central government 
treat like Canadians similarly, but this is where the horizontal equity 
principle stops. Provinces should not be expected to do likewise. 
Indeed, if they did, it would be legitimate to question their very exis- 
tence as sovereign jurisdictions. Horizontal equity cannot be strictly 
upheld if the concept of regional communities is to have any real meaning. 

The second concern about the potential lack of tax harmony relates to 
economic efficiency. Aggregate or national output is maximized when 
capital and labour are allocated across regions in such a way that the 
contribution of the last unit of each factor employed is the same. Nor- 
mally, individuals, be they workers or be they owners of capital equip- 
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ment, will, in the absence of offsetting incentives, be moved by their own 
self-interest to achieve exactly this interregional distribution of 
resources. Fiscal considerations, however, can produce enough of a 
distortion to undo this result. If labour or capital are treated differently 
enough by the various provincial tax-expenditure systems, location 
decisions can be affected. When deciding whether and where to migrate, 
workers will take into account not only expected wages and salaries but 
also the package of taxes paid versus government services received. If 
public-sector benefits appear generous enough, as when housing sub- 
sidies or generous medical or schooling benefits are available, some 
sacrifice of earnings may be warranted. In this event migration will 
proceed, quite rationally for the individual, from high- to low-wage 
jurisdictions. The problem is that this is exactly the wrong direction from 
society’s viewpoint. Labour moves from high to lower productivity 
employment; output lost by migration is not completely made up by that 
gained from in-migration. Private and social interests are now at odds, 
unlike the case in which no net fiscal differences existed across provinces. 

This is where interest in a harmonized tax system emerges. If taxation 
of capital and labour incomes can be arranged so that all fiscal influences 
on location are removed, society’s output will again be at a maximum. 
Identical taxation practices and rates will do this, it is argued, and the 
best way to achieve this uniformity is to turn responsibility over to a 
central government. Ottawa would define the tax base and the rates to 
apply, would collect the taxes in the interests of administrative economy, 
and would turn part of the revenue back to the provinces according to 
some prearranged formula. 

Yet, centralizing taxation authority is neither necessary nor sufficient 
in order to guarantee fiscal neutrality. It is not sufficient because individ- 
ual decision makers are concerned with the balance between taxes paid 
and services expected (net fiscal benefits, in the jargon of the trade), not 
just with tax rates. Thus, even a perfectly harmonized tax system could 
exhibit variations in fiscal incentives if provinces structured their spend- 
ing differently. 

Formal tax harmonization may not be necessary, since provinces have 
very little scope to bring about very much variation in net fiscal benefits, 
no matter how much apparent authority they possess. Most jurisdictions 
in Canada are small open economies, meaning that they possess little or 
no real market power. If they were to get very much out of line on their 
tax policies, they would quickly find capital and labour leaving for other 
provinces. By the same token, it is virtually impossible for an individual 
province to extend preferential terms, since these will quickly be copied, 
and hence offset, by others. A harmonization of tax and expenditure 
policies may thus exist in fact, even if it is not deliberately sought, but 
this does not preclude the possibility of intense competition for revenues 
which led to the “tax jungle” of the 1930s. 

The final point with respect to efficiency criteria is that even if harmo- 
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nization is desirable, and even if it does not emerge naturally through a 
competitive process, it still could be achieved through interprovincial 
coordination rather than through centralization. There is no logical link, 
in other words, between decentralization and tax disharmony; nor, given 
that it is net fiscal benefits rather than just tax rates that are important, is 
there a logical link between centralization and harmony. 

Another frequently expressed concern with a decentralized tax sys- 
tem is that it will make it difficult or even impossible for a nation to carry 
out meaningful fiscal policy. Modern mixed economies are subject to 
periodic macroeconomic fluctuations, caused by the temporary 
imbalance of aggregate demand and supply. Governments can act to 
offset this imbalance by increasing their purchases of goods and services 
when private-sector demand is weak and by cutting back when markets 
are tight. Alternatively, they can act indirectly by attempting to alter 
private consumption or investment decisions in the appropriate direc- 
tion. Cutting taxes when demand is low can perhaps induce consumers 
or investors to move planned purchases forward, while increases may 
defer them. By altering demand in this manner, it is held, business 
fluctuations can be levelled out somewhat. 

Stabilization policy, which became a central preoccupation of govern- 
ments after World War II, is traditionally held to be a logical function for 
the central government. Small regional governments will see most of 
their efforts dissipated because of the very open nature of their econo- 
mies. For example, tax breaks will encourage spending on another 
province’s output as often as they will on local production. As a result, 
provinces will tend to ‘“‘underproduce” stabilization policy, essentially 
for the same spillover considerations as those described above. The 
national economy is larger and more self-contained than regional econo- 
mies, so this problem will be less severe for the federal government; but 
to be able to carry out this role effectively, it must control a significant 
portion of the total tax base. Otherwise, provinces and municipalities, 
acting procyclically, will simply offset any federal measures. This rea- 
soning lay behind the Rowell-Sirois Commission’s recommendations for 
a federal monopoly on income taxes, and the subsequent federal scheme 
of ‘“‘renting’”’ these tax sources from the provinces. 

There are three common arguments against this position. First, many 
economists now deny that any government, federal or otherwise, can 
actually undertake effective countercyclical stabilization policies. Sec- 
ond, even assuming that there can be a role, it is not clear how large a 
share of total tax sources the federal government needs in order to 
influence spending. It is certainly not 100 percent, as is sometimes 
implied, but it is difficult to know what would be a critical minimum. 
Finally, it is not necessarily the case that provincial governments will 
always operate procyclically. We shall return to this topic in Part III. 

There is one further rationale for intergovernmental grants. The eco- 
nomic bases of the various regions are certain to differ, meaning that 
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industrial and occupational mixes will as well. Thus, even if wages and 
returns to capital are equal across regions, per capita incomes will not 
be. Some areas will have a greater incidence of highly skilled, and hence 
highly paid, occupations than others; or they will have richer and more 
abundant deposits of land and natural resources. In a less ideal world 
where rewards are not equalized, and where unemployment varies sig- 
nificantly, the income disparity will be even more pronounced. 

If incomes vary, so will tax bases. If revenue collection is completely 
decentralized, then for a given taxation effort (defined as taxes owing as 
a percent of total income) governments in poorer regions will raise less 
revenue and hence will provide fewer or more inferior services than 
those in wealthier regions. Alternatively, they will have to tax at a higher 
rate to provide a comparable level of public-sector goods and services. 
Either way, residents of disadvantaged areas will receive lower net fiscal 
benefits than their counterparts elsewhere. Private incomes may be the 
same across regions for identical factors, but total well-being will not be. 
Further, since these net fiscal benefits are not taxable in any way by the 
federal government, even the national tax system will operate unevenly. 

As already discussed briefly above, this poses problems of both equity 
and efficiency. In an equity sense, otherwise identical Canadians are not 
treated equally by the public sector. We encountered this concept in our 
discussion of provincial redistributive policies, but there individual dif- 
ferences in net fiscal position were the outcome of deliberate policy 
actions. Here they are the by-product of economic disparities, and they 
exist on average for all residents of poor regions, even after 
redistributive programs are taken into account; that is, poorer individu- 
als in “have-not” regions are still not as well off after redistribution, and 
wealthier individuals are even worse off than they would be if they lived 
elsewhere. Such disparities mean that the capacity of provinces to use 
effectively the authority assigned to them will vary greatly, despite their 
formal equality. 

The efficiency considerations are exactly those encountered above. 
One expects capital and labour to migrate from low to high net fiscal 
benefit areas, all else being equal. Consequently, there will be “too 
many” workers or “too much” investment in some areas, and too few or 
too little in others. Society would be better off if migration of this sort 
could be avoided; but in response to this point it is often argued that any 
net fiscal differences among jurisdictions will be reflected (‘‘cap- 
italized’’) in local property values. In this case, the incentive to migrate 
is fully offset and the efficiency loss does not occur. 

Equalization payments provide a means to overcome both equity and 
efficiency problems in a federation. The essential idea is simple. Provin- 
cial governments with a fiscal capacity below what is considered mini- 
mally acceptable receive unconditional revenue transfers. When these 
are added to whatever revenue the government can collect on its own, 
some of the fiscal discrepancy among provinces is removed. The trans- 
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fers are a substitute, in effect, for the tax base that the province does not 
have naturally. With fiscal differences narrowed or removed, Canadians 
become more similar in their status vis-a-vis government in total, satis- 
fying horizontal equity criteria, and the incentive for socially inefficient 
migration is reduced. 

Equalization payments to the provinces are unconditional. There can 
be no restrictions on what a qualifying provincial government may do 
with the funds it receives. Indeed, there is no need for a province even to 
complement the grants with its own taxation effort. The transfers are 
intended only to make it possible for any province to provide public 
services at the national average. Whether it actually chooses to do so or 
not, or how it allocates the funds, is entirely its own responsibility. As 
the Rowell-Sirois Commission put it when discussing its national adjust- 
ment grants, “If a province chooses to provide inferior services and 
impose lower taxation it is free to do so, or it may provide better services 
than the national average if its people are willing to be taxed accordingly, 
or it may, for example, starve its roads and improve its education, or 
starve its education and improve its roads.” 

Equalization payments must logically be without conditions, since 
they are intended to duplicate revenues that other more fortunate prov- 
inces can raise on their own. The decision to decentralize spending and 
taxing powers in a federation is made on other grounds. Equalization 
payments are simply a necessary consequence of this decision, a means 
of ensuring that all governments can carry out adequately whatever 
responsibilities they have been assigned. To make the payments condi- 
tional in any way would obviate the very essence of federalism. 

Intergovernmental transfers thus also find their rationale in each of the 
three federalism perspectives outlined in Part I. There are several 
instances when grants can improve the allocation of resources in the 
economy. Federal contributions to specific programs can enhance the 
sense of belonging to a national community. Transfers to poorer regions 
allow them to promote their own regional community goals on the same 
terms as more favoured provinces. Finally, grants can often overcome 
the spillover effects that put some residents at the mercy of political 
authorities to whom they have no electoral access. 

Not surprisingly, then, theories of federalism do not provide unam- 
biguous guidelines as to how revenue authority should be allocated. 
Centralization is favoured in some circumstances, and at some points in 
time, and decentralization in others. The actual division to emerge will 
therefore be a product of the particular society and its history. The 
following section shows this to be very much the case for Canada. 


Canadian Experience 


This section of the chapter draws on the Commission papers of Robin 
Boadway, Anthony F. Sheppard, and Peter A. Cumming. The studies 
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by Thomas J. Courchene and James A. Brander are also referred to. 
(See Appendix A.) 

There are four basic features of the current Canadian intergovernmen- 
tal fiscal arrangements. The Tax Collection Agreements provide for the 
collection of personal and corporate income tax. The other three catego- 
ries have already been encountered in Table 9-1. Grants to the provinces 
under the headings Established Programs Financing and Canada 
Assistance Plan cover the main federal government efforts in the fields of 
health, education, and welfare. The equalization program provides reve- 
nue from federal coffers to provinces deemed to have inadequate fiscal 
bases. In what follows we shall discuss each of these programs in turn, 
beginning with an account of how each evolved to its present form, then 
outlining briefly the current arrangements and problems, and the main 
proposals for reform where applicable. 


Tax Collection Agreements 


BACKGROUND 


Taxation has a long and complex history in Canada. In 1867 the BNA Act 
gave the federal government unlimited taxation authority, while restrict- 
ing the provinces to direct levies. Since this meant that the remunerative 
customs duties of the day were taken away from the provinces, the 
federal government agreed to make specified annual payments in “full 
and final settlement”’ of all claims on it. Municipal revenue needs were 
the responsibility of the provinces. Own revenues of the provinces 
accounted for 27 percent of total government revenue at this time (see 
Appendix A for Courchene). Provincial taxation efforts rose gradually 
in the late 19th century, then grew faster in the early decades of the next 
one as their expenditure responsibilities grew. Thus, at the onset of the 
Great Depression, provincial and local authorities were collecting over 
70 percent of the total receipts of the public sector. This was as close as 
Canada has ever come to the classical federalism version of revenue 
assignement described above. 

The scramble for declining revenues in the 1930s produced the “tax 
jungle” and the resultant concern over the operation of the Canadian 
fiscal system that eventually led to the establishment of the Royal 
Commission on Dominion-Provincial Relations, or the Rowell-Sirois 
Commission as it is usually called. Its recommendation that Ottawa 
collect all personal and corporate income tax and succession duties and 
remit funds to the provinces met stiff political resistance. The outbreak 
of the World War II brought about, through the tax rental agreements, 
what a royal commission could not. Ottawa took over precisely these tax 
sources, in exchange for making specified grants to the provinces. By 
most accounts, this was the high point of centralization in the Canadian 
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tax system, just as the decade leading up to the depression was the high 
point of decentralization. 

The tax rental agreements continued for a period after the war, 
although with significant modifications, including the withdrawal of 
Quebec and Ontario in 1947 and Quebec again in 1952. Important 
changes were introduced with the tax sharing arrangements of 1957 when 
provinces were given the choice of continuing to rent the direct taxation 
field or levying their own income taxes and succession duties, with 
Ottawa providing an offsetting abatement of federal tax payable. From 
tax rentals, we had moved to “‘tax sharing,” in which the relative shares 
of each government were negotiated. Under strong pressure from 
Quebec and other provinces, the provincial share rose sharply until 1967. 
Then the federal government made clear it would no longer reduce its 
taxes to make room for painless provincial increases. Henceforth, prov- 
inces would have to make their own decisions and pass their own 
legislation, although Ottawa would remain the collection agent. There 
was an additional tax transfer in 1967, but this time it was tied to federal 
assistance for post-secondary education. 

The shift from tax rentals to tax sharing also made it necessary to 
introduce an explicit equalization system. With tax rentals, provincial 
receipts were independent of the province’s own tax base; hence the 
rental payments were inherently equalizing. Now the “yield” of provin- 
cial taxes varied sharply. A separate program, started in 1957 and con- 
tinually broadened in subsequent years, was thus necessary. 

Under the tax collection agreements, a system that is basically still 
with us today, provinces were required to legislate their own corporate 
and personal income tax rates, but Ottawa would continue to collect 
them free of charge as long as certain criteria with respect to the 
definition of taxable income and exemptions were met. Otherwise, the 
provinces had to set up and administer their own systems, something 
Quebec continued to do for both taxes and Ontario did for corporate 
levies. 

Further adjustments were made in successive agreements. Federal tax 
reforms introduced after 1972 affected provincial tax revenues so signifi- 
cantly that a “revenue guarantee” was introduced in 1972. In 1977, a 
major shift in the financing of shared programs led to a further transfer of 
tax points to the provinces. Federal transfers in respect of education and 
medical care were now to be tied to increases in GNP rather than to 
actual program costs; and they would take the form of a combination of 
tax points and cash. The system was termed Established Programs 
Financing (EPF). It represented a further significant increase in fiscal 
decentralization and a diminution in federal program conditions. The 
revenue guarantee was also weakened considerably. Alberta instituted 
its own corporate income tax in 1981, becoming the third province to 
operate outside the federal one. The 1982 agreements again basically 


82 Part Il 


carried forward the earlier provisions, although with some important 
changes to EPF, which will be discussed below. 


CURRENT ARRANGEMENTS 


The federal government presently administers and collects personal 
income taxes for nine provinces, Quebec being the exception. Cour- 
chene’s study analyses how the system works, and only a brief descrip- 
tion will be given here. Ottawa first defines what constitutes income, and 
then what deductions are allowed the taxpayer. Subtracting personal 
exemptions from this yields a figure for taxable income which, when 
multiplied by the federal marginal rate schedule, gives ‘“‘basic federal 
tax.” The provinces then apply a single percentage to this latter figure to 
calculate provincial tax payable before credits. At this point, provinces 
are entitled to implement any tax credit such as property tax allowances, 
political contributions, and so forth. Ottawa will administer these indi- 
vidual programs for a sliding-scale fee, assuming that they meet certain 
criteria of simplicity and are not construed as altering the essential 
harmony of the overall tax system. 

The corporate income tax arrangements are similar. Ottawa defines 
the structure of the tax, and the participating provinces (all but Ontario, 
Quebec, and Alberta) set their own rates against it. The difference 
between this practice and that for personal income tax is that the rates 
are applied to federal corporate taxable income; that is, before the 
federal rate structure has been applied. This means the provinces are 
free to vary rates according to size of enterprise, for example. They need 
not follow the federal practice in this respect as they must in the case of 
marginal tax rates on personal income groups. The other important 
feature is that all provinces, even non-signatories, abide by a common 
formula for allocating across provinces the income of corporations that 
operate in more than one jurisdiction across provinces. 


ISSUES AND PROPOSALS FOR REFORM 


The principles outlined above suggest four questions to be asked of the 
current tax collection agreements. First, is there any evidence of a 
vertical gap, such that either the federal government or the provinces are 
left with insufficient revenue? Second, do they provide a cheap and 
convenient way of collecting tax revenues? Third, do they provide the 
best possible trade-off between the wish to accommodate provincial 
autonomy and the need for fiscal harmonization? Finally, has the scope 
for effective countercyclical fiscal policy been seriously undercut by the 
fragmentation of taxing and spending authority? We shall take up the 
first three issues here, postponing discussion of the fourth to Part III. 
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Vertical Gap 

The concept of a vertical gap, it will be remembered, refers to a structural 
imbalance between the expenditure responsibilities and revenue sources 
of either the federal government or the provincial governments. Tradi- 
tionally in Canada, it was thought that any vertical gap that existed 
referred to the surplus revenues of the central government, compared to 
the tight financial position of the provinces. Most recently, however, 
Ottawa has argued that it faces a structural deficit, because of inadequate 
access to natural resource revenues and because of runaway expen- 
ditures on provincially administered social and educational programs 
(Department of Finance submission to the Breau Commission). 

Boadway (see Appendix A) surveys the literature on the question of 
vertical fiscal imbalance. He points out, first, that both levels of govern- 
ment share access to the main tax sources — personal and corporate 
income taxes — so constitutional considerations are not a major factor. 
The exception to this is the inability of the federal government to 
appropriate directly any resource revenues accruing to provincial gov- 
ernments. We shall return to this point later in this chapter when dealing 
with equalization. Tax competition among the provinces on mobile 
factors that drive rates toward zero was also dismissed as lacking even 
theoretical support. 

This leaves competition between the federal and provincial govern- 
ments over “tax room” within the shared sources as the only possible 
cause of vertical imbalance. Boadway’s view of how this process works 
is interesting. Ottawa exploits its dominant position in the tax field to set 
the rates it wants, given its expenditure plans. Part of these outlays go as 
transfers to the provinces in support of programs that the federal govern- 
ment wishes to continue to influence. The provinces are then left with 
levying their own taxes to make up the difference between what they 
wish to spend and what they have received from the federal government 
in the way of grants of various forms. There is therefore vertical 
imbalance if provinces are unable to raise adequate revenue to cover this 
difference; that is, if there is some ceiling on the provincial taxation 
effort. Since there is no evidence linking deficits at either level of 
government (as was demonstrated at the Economic Council of Canada 
study, Financing Confederation, 1982), concern over vertical imbalance 
the first of the issues raised above seems misplaced, according to Boad- 
way. 


Administration Costs 

There is very little evidence on the efficiency of the current Canadian 
arrangements relative to a more decentralized system. The Ontario 
Economic Council attempted to estimate the costs to Ontario of estab- 
lishing a separate personal income tax. While stressing the highly spec- 
ulative nature of the estimates, the council concluded that the adminis- 
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trative and compliance costs would be “sizeable” (OEC Report, 1983, p. 
130), and there would be no offsetting reduction in federal outlays. This 
suggests that coordinated administration and collection is valuable, and 
it would be undesirable to create 11 separate collection agencies. 


Harmonization 

The real question, though, is whether the tax collection agreements 
properly balance national and regional needs. Boadway describes the 
ideal federal tax system as one in which ‘one obtains the benefits of 
centralization in the form of tax harmonization and low collection costs 
while at the same time accommodating the desires of the provinces to 
pursue their own tax policies and structures in accordance with the 
desires of their limited constituencies in a manner which does not unduly 
fragment the economic union.”” How well do the tax collection agree- 
ments fare by these criteria? 

It can be argued that the arrangements have served us reasonably well 
up to now. Canada is often cited as having one of the most harmonized 
tax systems of any federation, despite its apparently decentralized fea- 
tures. The conditions attached to belonging to the scheme undoubtedly 
contribute to this, as does the small open nature of most provincial 
economies. The fact that even non-signatories abide by the allocation 
formula for corporate tax is also desirable, especially in light of the unit 
tax controversy in the United States. Yet the system still allows a 
considerable amount of regional diversity. Tax rates can vary across 
provinces, and in fact do quite markedly. The inception of provincial tax 
credits has added a further dimension to this flexibility, allowing provin- 
ces to direct specific tax mesures at target groups without penalty. The 
corporate tax is even more flexible since provinces can apply their own 
rate structure. Boadway’s criteria appear to be reasonably well met. 

The problem, though, is that this high degree of harmony and coordi- 
nation shows signs of breaking down. Alberta has recently withdrawn 
from the corporate income tax agreements and established its own 
system. British Columbia has threatened to follow suit. Two provinces, 
Ontario and Alberta, have recently publicly considered withdrawing 
from the personal income tax arrangements as well. Quebec introduced 
a Stock Savings Plan in 1979, whereby a resident of that province can 
deduct up to $15,000 in computing provincial taxable income for the 
purchase of new shares of Quebec companies. British Columbia 
recently introduced a Housing and Employment Bond Tax Credit, which 
Ottawa has agreed to administer and which, according to Courchene, 
will “erect barriers to interprovincial flows of enterprises and capital.” 

The problem is that a process which was once suitably flexible for 
balancing the need for accommodating regional diversity with the eco- 
nomic benefits of a nationally consistent tax environment has not been 
fully up to the challenge recently. In part, this is because the demands on 
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it have increased significantly. Provinces are now much more sophisti- 
cated in their economic and social policies and are more insistent on 
implementing them through the tax system. There is also less of a 
tendency to think of Ottawa as the “senior” government in economic 
matters now, and hence much more room for conflict. 

There has, however, also been a noticeable increase in what might be 
termed abuse by Ottawa of its leading role in the process. Recent 
attempts to reform the federal tax system, most notably in the 1970s 
following the Carter Commission and the white paper, and again in the 
November 1981 budget, were instituted without full consultation with the 
provinces. Yet for those jurisdictions that signed the tax collection 
agreements, these changes were of fundamental importance. Any 
change in the definition of taxable income or deductions, or in the rate 
structure, impacts directly on provincial tax revenues. It was in fact the 
arbitrary way that the 1981 changes were announced that prompted 
Ontario to study the feasibility of withdrawing from the agreements. 

There are two general views as to what should be done with the tax 
collection agreements at this point. One, easily identified with public- 
choice theory or competitive federalism models, is “nothing.” Fragmen- 
tation may well continue, leading in the end perhaps to 11 different 
personal and corporate income tax systems. Yet this would not be a very 
serious problem for Canada under this view. We owe our high degree of 
coordination up to now not to the skill and good will of politicians and 
bureaucrats but to the fact that small open economies have very little 
option to be anything else. Provinces cannot deviate too much from the 
practices of others without suffering economically. If they choose to do 
so anyway, this is certainly their right as locally sovereign jurisdictions. 
Poor decisions will be reflected in the next election results. Good ones 
will be picked up and implemented by other provinces and eventually 
even accepted by the central government. The recommendation there- 
fore is to let the Agreements die a natural death if that seems to be the 
course of events. 

The alternative view is more in the cooperative federalism tradition. It 
does not deny the rationality of economic and political actors, but it does 
recognize that there are occasions when even these agents can end up in 
a situation of mutually destructive behaviour. Action leads to reaction, 
which leads to yet another reaction, and so forth. The end result is that 
everyone is worse off, even though no one seemed to be acting irra- 
tionally at the time. Economic and political forces may eventually 
realign practices, but only after a considerable amount of cost has been 
incurred. However, as Brander has observed (see Appendix A), rules 
that are commonly agreed to and clearly stated at the outset can do much 
to prevent this type of mutually destructive behaviour. 

Application of this view to the topic of intergovernmental fiscal 
arrangements leads to a call for some type of a code of tax conduct, set 
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by common agreement and fixed for a period of time (perhaps five years). 
Such a process would remove the main objection to the present system; 
the possibility of unilateral action by one jurisdiction, affecting the 
revenues of others. Most governments, Ottawa included, might well see 
this as unduly constraining their legitimate freedom to adjust their taxes 
to meet economic and social policy objectives, however. Those advocat- 
ing a code of tax conduct obviously feel that the economic costs of 
fragmentation are potentially large enough to justify imposing such a 
constraint. 


Intergovernmental Transfers 


BACKGROUND 


Intergovernmental transfers are of two basic types — conditional and 
unconditional. The latter, as the name suggests, are straight revenue 
transfers from the federal to the provincial governments. Ottawa has no 
input at all on how the funds are to be spent. Prior to 1957, the main such 
payments were the statutory subsidies as set out in 1867 and amended 
subsequently, and the sums dispatched under the tax rental agreements. 
This history was dealt with briefly in the immediately preceding section. 
The new unconditional transfer program intrduced in 1957 was equaliza- 
tion, a topic which is taken up in the section following this. 

The object in this section is to consider those transfers that came 
generally under the heading of conditional grants or, alternatively, 
shared-cost programs. These terms are very general ones, and a wide 
variety of individual arrangements is possible. In general, these may be 
divided into two broad types: cost-matching and block-funding arrange- 
ments. In cost-matching arrangements, the federal government agrees to 
reimburse provincial treasuries for some fixed proportion (normally but 
not necessarily one-half) of provincial expenditures on programs cov- 
ered by the agreements. 

Block funding is a further step away from shared-cost programs. Now, 
while the transfers are still notionally earmarked for particular purposes, 
the amounts are no longer tied to actual spending. 

Just as cost-sharing arrangements may be divided into block-funding 
and cost-matching arrangements, so they may be more or less strongly 
conditional. Provincial eligibility may be tied to a set of detailed program 
standards, with elaborate monitoring and reporting mechanisms; or they 
may be broad and general, with no provisions for penalties for 
recalcitrant provinces. The advantages of the former are that they permit 
extensive federal involvement in provincial policy fields, allow a precise 
definition of national standards, and ensure that if provinces are 
accountable to the federal government they in turn can be held account- 
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able by Parliament. The disadvantages are that provincial autonomy is 
infringed, the ability to vary programs according to local needs is con- 
strained, provincial ability to experiment is reduced, and provincial 
legislatures are less able to hold their cabinets responsible. 

The general thrust in federal transfers to the provinces during the 
1960s and 1970s was toward looser conditions and a greater emphasis on 
block funding. Between 1981 and 1984, however, the federal government 
sought to restore important elements of conditionality, in the name of 
restraining expenditures, ensuring federal policy interests and maximiz- 
ing accountability. 

Finally, as we have already mentioned, transfer arrangements may 
provide for the transfer to be in the form of either cash or tax room which 
the federal government vacates in favour of provincial treasuries. Cash 
transfers are most logically linked with conditionality of grants. If a 
province fails to meet the conditions attached to the program, the 
payment can be ended. The technique of providing tax room to the 
provinces through credits or abatements was discussed briefly in the 
preceding section. Its connection with conditional programs is more 
tenuous, since there is no real way for the federal government to influ- 
ence the use that provinces make of this tax room. This ambiguity ts at 
the heart of some present debates on federal-provincial fiscal arrange- 
ments in fact, as we shall see shortly. 

All of these elements of intergovernmental transfer arrangements 
make for a bewildering picture. However, the complexity provides at 
least one great service to Canadian governments: it makes the arrange- 
ments potentially very flexible. For example, if we want to decentralize 
our fiscal system, providing more power and authority to provinces, we 
tend to choose arrangements that are block funded, are not highly 
conditional, and have a significant tax point transfer. A somewhat higher 
degree of centralization can be created by the imposition of more clearly 
defined conditions and by relying rather more heavily on cash transfers. 

The first conditional transfers to the provinces date back to the turn of 
the century, when Ottawa agreed to fund a portion of the costs of 
establishing 4-H clubs. A number of other programs followed during and 
after World War I, most notably in the areas of employment office 
coordination, technical education, highway construction, and venereal 
disease control. The introduction of old-age pensions in 1927, for which 
Ottawa paid half of the costs until 1931 when the share was raised to 75 
percent, was the first shared-cost venture in the income security area. In 
1937 this program was amended to cover payments to blind persons. 

The major thrust for federally initiated cost-sharing agreements came 
after World War II, however. National Health grants were introduced in 
1948 to promote federal funding for a wide variety of health projects. The 
Old Age Security and Old Age Assistance Acts were passed in 1952, 
extending the federal role in pensions. Shared-cost programs for the 
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disabled came in 1954, and federal contributions to assistance came in 
1955. A major step was taken in 1957 with the introduction of the Hospital 
Insurance and Diagnostic Services Act, whereby the federal government 
agreed to pay half the cost of specified in-patient and out-patient health 
services. Per capita grants to universities had been available since 1951, 
and in 1960 the Technical and Vocational Training Assistance Act provided 
federal funds for technical and vocational education. 

The extension of the welfare state continued into the 1960s. The 
Canada and Quebec Pension Plans were introduced in 1965, and the 
Guaranteed Income Supplement Plan in 1966. In that same year the 
Canada Assistance Plan consolidated all federal-provincial programs 
based on tests of needs or means into a single comprehensive benefit, 
with Ottawa paying 50 percent of the costs of assistance to needy 
persons and of extending and improving welfare services. The last major 
initiative was the Medical Care Act, passed in 1966 and implemented in 
1968. Under it Ottawa undertook to pay 50 percent of the total expen- 
ditures by the provinces on medical care, subject to the condition that 
the provincial plan meet federal definitions of universality of coverage, 
portability of benefits, accessibility without user fees, and administra- 
tion by a non-profit agency. 

The reception awarded these federal initiatives makes for a fascinating 
story. While the introduction of each major shared-cost program 
involved considerable federal-provincial debate, with the important 
exception of Quebec there seemed a broad consensus in the 1950s and 
early 1960s that the programs were an appropriate means of achieving 
desirable national standards and ensuring that the full range of modern 
government services was available to all Canadians. In those early 
years, there was a broad acceptance of the legitimacy of federal ini- 
tiative, and provinces themselves, especially the smaller and poorer 
ones, often called for greater federal financial involvement in the rapidly 
growing areas under their jurisdiction. This acceptance was expressed in 
transfer mechanisms such as hospital insurance and the Canada 
Assistance Plan, which tended to be of the cost-matching type and 
which were fairly strongly conditional. 

By the 1960s though, some of this harmony began to erode. Even 
before the 1960s, Quebec governments had rejected shared programs on 
the grounds that they represented an unconstitutional use of the spend- 
ing power to invade provincial jurisdiction and to impose “national” 
values on a distinct Quebec society. This essentially negative reaction to 

federal programs was reinforced after 1960, as successive Quebec gov- 
ernments embraced the Quebec state and sought to use it to expand their 
own programs and to develop Quebec society. The call, therefore, was 
not simply for federal restraint but for the provinces to have an increased 
fiscal ability to pursue their own priorities. One result of Quebec’s 
opposition was the Established Programs (Interim Arrangements) Act of 
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1964, which allowed any province to opt out of a large number of shared 
programs and, through a combination of tax points and of federal top- 
ping-up payments, to receive funds equivalent to what Ottawa would 
have spent on the program in the province. 

Only Quebec availed itself of this opportunity; but as the welfare state 
matured, and as other provinces gained greater confidence in their 
ability to manage their own affairs, resistance to new federal initiatives 
grew. Provinces increasingly criticized federal “intrusions,” arguing 
that they skewed provincial priorities, subjected provincial fiscal plan- 
ning to the vagaries of federal decisions, and reduced the flexibility of 
provincial governments leading them to favour program areas in which 
federal funding existed and to neglect those where it did not. 

Ironically though, it was Ottawa that insisted on the next move to 
decentralize these cost-sharing arrangements somewhat. An earlier pro- 
posal to replace current federal funding of post-secondary education 
with a transfer of four points of personal income tax and one point of 
corporate taxable income to the provinces was implemented in 1967. 
Cash grants remained available to make up the difference between a 
guaranteed annual contribution and what the tax points would yield. 
This mix of tax points and cash transfers, first introduced in 1960 in lieu 
of direct grants to Quebec universities and extended in the 1964 opting- 
out arrangements, was the clear model for developments over the next 
decade. 

By the 1970s there were further strains in the shared-cost area. First, 
the federal government was concerned that Quebec’s opting-out and 
acceptance of tax points meant a move toward de facto “special status,” 
and it sought ways to restore the balance among provinces. Second, the 
federal government became more concerned about its ability to control 
its own expenditures. A commitment to sharing 50 percent of program 
costs implied that an important part of federal spending was determined 
by provincial decisions. Moreover, there was worry that the shared-cost 
program generated few incentives to restrain spending. Sharing implied 
that provinces could count on “50-cent dollars” for new expenditures. 
By the same token, if they did restrain spending, the provincial treasury 
only retained half. 

All these forces suggested a move in the direction of greater 
decentralization of fiscal arrangements. They led to passage of the 
Established Programs Financing Arrangements Act in 1977. The details of 
this arrangement were complex, but the principles were reasonably 
clear. Decentralization would be achieved by block-funding, by addi- 
tional tax point transfers and, for post-secondary education, by the 
elimination of any direct link between either program expenditures or 
the terms and conditions under which programs were delivered. Savings 
in overall costs would also be achieved by severing the payments from 
any direct relation to actual program costs; henceforth they would be 
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tied to increases in GNP which was then rising more slowly than program 
expenditures. Federal contributions would be controlled; provincial 
incentives to restrain expenditure growth would be increased. Moreover, 
since the payments would be recast into a combination of a transfer of 
tax points and cash, all provinces would be more in line with Quebec. 

Thus, the arrangements could be seen as a major step toward greater 
provincial autonomy, toward ‘“‘disentanglement”’ of federal and provin- 
cial responsibilities, and toward restraint. Once again, the flexibility of 
intergovernmental transfer arrangements has been demonstrated. The 
arrangements did not go the whole way toward decentralization, how- 
ever: the conditions attached to hospital insurance and medicare 
remained unchanged. Provinces also agreed to consult the federal gov- 
ernment with respect to post-secondary education. 

Conditions had changed by 1982. First, rapid inflation in nominal GNP 
had escalated federal transfers even faster than would have been the case 
if they had remained tied to actual spending. Then (because of a guaran- 
tee built into the EPF formula that the value of the transferred tax points 
to the provinces would always at least equal the value of the cash portion 
of the grant) as the recession hit and as the yield of the transferred tax 
points declined, the proportion of federal transfers in the form of cash 
payments increased. Moreover, since transfers were no longer tied to 
program spending, the federal government felt it had lost what little 
control it once had over program content and standards. The provinces 
had, in a sense, done with a vengeance just what EPF had invited them to 
do — restrained expenditures, both in post-secondary education and in 
health care. 

In the health field, many provinces were experimenting with user fees 
and extra billing as ways of limiting the costs of heath programs to 
provincial treasuries, thus reducing provincial spending but not reducing 
the federal contribution. This led to federal concern that provinces were 
“diverting” funds to other purposes, with the result that, in post-second- 
ary education especially, the federal share of total costs was rapidly 
increasing. Moreover, public opposition to perceived cutbacks and par- 
ticularly to extra billing and user fees in health services, translated into 
calls for federal action. Finally, in the wake of the Quebec referendum 
and the constitutional battle, the federal government had become 
increasingly concerned about fiscal decentralization and the erosion of 
federal power. The federal government believed that it had made too 
many concessions to the provinces, reducing its ability to affect crucially 
important programs, to account to Parliament for its expenditures, and 
to maintain direct links with citizens. 

From the federal government’s perspective at least, the time had come 
to redress the balance. Hence, in 1982, it sought to regain some control 
over total expenditures and to restore some degree of federal program 
influence. It capped transfers for post-secondary education and 
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announced its intention to seek negotiations aimed at developing 
national standards and a defined federal role in the field. It also pro- 
ceeded to develop the Canada Health Act. The aim of this legislation was 
to define clearly the original program conditions: universality, por- 
tability, accessibility, comprehensive coverage, and public administra- 
tion. These were defined so as to make extra billing and user fees an 
unacceptable provincial policy by applying dollar-for-dollar reductions 
in the federal transfers. No federal-provincial agreement was reached on 
any of these issues. Since they were all federal spending programs, the 
federal government was able to proceed on its own. 

The intergovernmental debate focussed on the arcane details of vari- 
ous alternative funding formulae. The larger question raised by these 
debates in 1982 was whether we were to move further along the path 
indicated in 1977. In brief, this would have meant a move to a more 
complete disentanglement by making the transfers fully in terms of 
equalized tax points and abolishing the cash grant component entirely, 
by extending this system to the Canada Assistance Plan — the remain- 
ing large “classic” shared-cost program — and by eliminating the condi- 
tions in the original medicare and hospital insurance programs. The 
alternative was to move back from the 1977 arrangements by returning to 
more direct conditionality, requiring provinces to be more accountable 
to the federal government for their use of federal transfers, and perhaps 
developing a more direct policy design and delivery role for the federal 
government. 

However well EPF responded to the political requirements of the time, 
its difficulty was that it fell squarely between these two alternatives. 
This, argues A.W. Johnson in a recent report to the government 
(Johnson, 1985, p. 23), accounts for the instability of the arrangements. 
His conclusion with respect to post-secondary education applies to 
other areas as well: 


The Government of Canada must decide whether it means the PSE fiscal 
transfers to be program-related or not. If it believes they should be, then the 
scale and/or the rate of growth, of the federal payments must be related to 
the same measure of the scale, or the rate of growth, of expenditures in the 
provinces on or for PSE. ... If, on the other hand, the Government of 
Canada means simply to make an unconditional per capita grant to the 
provinces ... then all reference to post-secondary education should be 
removed from the Act. It is as simple as that. 


The choice he poses goes to the heart of the debates about conceptions 


of federalism. 


ISSUES AND PROPOSALS FOR REFORM 


Management of intergovernmental transfers is clearly a major issue for 
the federal system. We shall concentrate on two sets of questions that 
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have loomed large in recent years and promise to pose difficulties for the 
future. The first concerns the question of whether there should be limits 
on the power of the federal government to spend funds in areas of 
provincial jurisdiction. To what extent should the federal government be 
able to use the spending power to project the national interest into areas 
not under direct federal authority? The second set of questions is likely 
to be posed by the serious strains that will be created as governments 
struggle to restrain expenditure growth in order to reduce the size of 
public-sector deficits. How will efforts to restrain spending at one level 
spill over to affect the programs of the other, either increasing the 
burdens on them or reducing their financial capacity to meet them? 


Federal Spending Power 

Most shared-cost programs, as well as many programs such as family 
allowances that make payments to individuals, represent exercise of the 
federal spending power. The spending power is usually regarded as one 
of a number of general discretionary federal powers. Unlike powers such 
as the declaratory power and disallowance, however, the federal spend- 
ing power is nowhere explicitly defined. Rather, it is held to derive from 
more general principles. In part, it derives from the power of Crown 
prerogative. As F.R. Scott argued in 1955, all public revenues belong to 
the Crown, and “the Crown is a person capable of making gifts or 
contracts like any other person, to whomsoever it chooses to benefit.” 
On this analysis, “the only constitutional requirement is that they must 
have the approval of Parliament or legislature. This being obtained the 
prince may discharge his largesse at will” (Scott, 1977, p. 296; see also 
Smiley and Burns, 1969). This implies that the donor has the full power to 
attach conditions to the grant, and that the recipient has the power to 
refuse it. 

The spending power has also been justified under s. 91 (1A) of the 
Constitution Act, 1867, ‘““The Public Debt and Property,” and under s. 102, 
which authorizes a Consolidated Revenue Fund. Together these are said 
to confer on the federal government the right to spend for any purpose 
“provided the legislation does not amount to a regulatory scheme falling 
within provincial powers” (Trudeau, 1969, p. 12). 

There has been remarkably little constitutional assessment in the 
courts concerning the spending power. Federal-provincial shared-cost 
agreements have not been legally challenged, and it appears that there is 
now no constitutional restriction on the federal power to offer grants to 
the provinces and attach conditions to them.! The ultimate protection 
here is the power of a province to refuse to participate, though politically 
this power may be more theoretical than real. The remaining constitu- 
tional uncertainty lies in grants to individuals and institutions, especially 
when such grants might be interpreted to constitute colourable regula- 
tion within an area of provincial jurisdiction. Again, the limited jurispru- 
dence provides little guidance. 
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The question of limitations on the spending power has to date lain 
primarily in the political realm. In thinking about an appropriate con- 
ception of the federal spending power, a number of considerations must 
be brought to bear. First, many would argue that the federal government, 
in the name of national citizenship and the national political community, 
does have the right and responsibility to respond to emergent needs and 
to changing conceptions of the national interest. The record of the past 
underlines the fact that the national interest is not static; it changes in 
response to changing international circumstances, changing issues, 
changing conceptions of citizenship, and changing aspirations. Matters 
once considered of purely local interest can and do become defined as 
national questions, demanding national responses. Thus, there will 
often be emerging issues in which what provinces do, even within their 
own jurisdictions, is not a matter of indifference to the federal govern- 
ment. Where Ottawa does not possess the constitutional authority, and 
where provinces are unable or unwilling to respond effectively to the 
new needs, there is, in the future as in the past, a case for wide federal 
freedom to initiate proposals for shared-cost programs. 

Second, however, the values of federalism suggest that this ability 
should not be entirely unconstrained. While the spending power intro- 
duces a necessary degree of flexibility into the federal system, taken to 
its extreme it can undermine the federal system, eroding distinctions 
between federal and provincial responsibilities. On a more practical 
plane, federal conditions which change frequently over time and without 
consultation with provincial governments can have serious con- 
sequences for the provinces’ attempts to plan and rationalize their 
activities, and it can allow possibly disruptive federal interventions into 
complex provincial administrative systems. This balance between the 
national interest (and the associated conception of changing national 
standards or values), the preservation of the diversity of federalism, and 
the administrative integrity of provincial systems is fundamental to the 
assessment of the federal spending power. 

Three other criteria are somewhat more ambiguous. Democratic 
values suggest that accountability must be a central consideration in 
institutional reforms. One view of accountability argues strongly against 
the use of the spending power to promote shared-cost programs. Provin- 
ces spend money which they have not taken responsibility for raising. 
The federal government transfers money to the provinces but has little 
control over how it is spent. Citizens cannot hold the federal government 
accountable, because they receive the services through the provincial 
government, rather than directly. And Parliament cannot hold the fed- 
eral government responsible, because the federal government cannot 
specify precisely how the funds have been used. Under EPF, this prob- 
lem has been accentuated by the severance of transfers from program 
costs and by the lack of effective program standards or enforcement 
mechanisms. 
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The principles of accountability push in the direction of disengage- 
ment. This, in principle, could be achieved either by transferring the full 
responsibility to the federal government or by transferring the full reve- 
nues required to the provinces. In fields such as health and education, 
the former strategy is not a real possibility in the Canadian federal 
system, though it may be in other less contentious areas. The latter 
strategy, however, means that the capacity of the federal government to 
act in the national interest on behalf of all Canadians is constrained. 

An alternative approach to the accountability problem lies in the 
development of clear conditions, both for program delivery and for 
accounting. Thus, the power of Parliament to hold the federal cabinet 
responsible for its spending depends on the cabinet in turn being able to 
hold the provinces accountable for what they do with the federal funds. 

Flexibility is another criterion that cuts two ways. Ina larger historical 
sense, the shared-cost programs and use of the spending power have 
been essential elements of flexibility in the federal system. But in a 
narrower sense, federal conditions can greatly reduce the flexibility of 
provinces in the operation of the programs. A classic example is the 
focus of hospital insurance on acute-care facilities, inhibiting experi- 
mentation with preventive medicine, chronic and after-care facilities, 
and the like. In the case of the recent Canada Health Act, it has been 
argued that the more stringent federal sanctions with respect to how to 
negotiate with doctors or user fees, extra-billing and negotiations with 
doctors have all significantly reduced the capacity of provinces to 
experiment with more efficient delivery systems. 

A final criterion is the desire to minimize administrative and decision- 
making costs. This, too, also argues for disentanglement. When the 
conditions of shared-cost programs are more detailed, the more need 
there is for bureaucratic resources to be devoted to negotiation, monitor- 
ing, reporting, and the like, and the more room there is for bureaucratic 
wrangling. These kinds of consideration led the Rowell-Sirois Commis- 
sion to warn against the “difficulties of divided jurisdiction” and to 
advocate retention of the principle of watertight compartments as far as 
possible. Hence, the Commission recommended that where federal 
initiative was essential, there should be a transfer of jurisdiction; shared- 
cost programs should be a last resort. 

How can we balance these criteria and come to some conclusions 
about the appropriate uses of the federal spending power? Since the 
1960s, many proposals for clarification of the spending power have been 
advocated. There has been widespread agreement, even by federal 
governments, that the spending power should be subject to some con- 
straints or limitations. Several possibilities have been canvassed. 

First is the possibility of abolishing the spending power in areas of 
provincial jurisdiction. This proposal has received little support; it is too 
valuable a source of flexibility. A second alternative would be to subject 
the federal spending power in areas of provincial jurisdiction to some 
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form of consent mechanism. This is perhaps the most widely canvassed 
proposal; various mechanisms have been suggested by provincial gov- 
ernments, by the Quebec Liberal party, by the Pepin-Robarts Report and 
by the Canadian Bar Association, among many others. All these groups 
would have used the device of a reformed Senate to arrive at the 
provincial consensus, but all of them, it should be noted, advocated a 
Senate made up of direct provincial delegates. Consent could also be 
registered by a First Ministers’ Conference, or, as in our amending 
formula, by the votes of an appropriate number of provincial legislatures. 

In 1969 the federal government proposed that the federal spending 
power should be explicitly stated in the Constitution, that its power to 
make unconditional grants should be unrestricted, and that conditional 
grant programs within provincial jurisdiction should require “a broad 
national consensus.’’ The consensus would be determined by the votes 
of provincial legislatures. A program would proceed only when major- 
ities in three of the four Senate divisions had consented. In later consti- 
tutional discussions in 1979-81, the federal government also expressed 
its willingness to embrace a substantial provincial consent mechanism. 

Such proposals provide a strong guarantee of the federal principle. 
They provide a very strong incentive for the federal government to look 
first to its own jurisdiction, as well as to consult before proceeding, in 
order to maximize the chances of winning the requisite provincial sup- 
port. Such a procedure also ensures the fullest possible debate. The 
federal government would be required to mobilize pubic support for its 
proposals, and each province would have to justify any opposition 
before its own legislature and electorate. Under such a scheme it is 
probable that most of the major programs now in existence would still 
have been developed, though the greater bargaining power this method 
gives to provinces suggests that the provinces might have been able to 
use the need for consent to win more favourable terms, or to gain 
leverage in other policy domains. 

A third option is provincial opting out, an approach with which we 
have had considerable experience in the past. The concept is incorpo- 
rated in the new constitutional amending process. Ina sense, the right to 
opt out of a shared-cost program has always existed; no province is 
constitutionally obligated to participate. Most opting-out proposals, 
however, significantly reduce the costs to the province doing so by 
including compensation, or “fiscal equivalence” payments, to non- 
participating provinces. Thus, the Canadian Bar Association recom- 
mended that any province should be able to opt out and receive compen- 
sation equivalent to the amount of money it would have received from 
the federal government under the program, subject to the provinces’ 
agreeing to provisions respecting interprovincial portability. The 1969 
federal proposal also included fiscal compensation, but in the form of 
grants to citizens rather than to provincial governments. 
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Serious reservations have been raised against opting out. There is the 
fear of a chequerboard Canada. Of what validity are ‘national stan- 
dards” if they do not exist in some provinces? There are questions about 
federal MPs being able to vote on programs which do not operate in their 
home provinces. Nevertheless, opting out has been defended equally 
strongly on the grounds that it introduces a high degree of flexibility into 
the system. In particular, it allows a response to the distinctiveness of 
Quebec while avoiding a situation in which Quebec might be able to 
block a program that was highly desired by other parts of the country. 


Federalism and Fiscal Restraint 

Another significant source of potential tension in federal-provincial 
fiscal relations concerns the cutting and trimming of programs. Again, 
the problem flows from interdependence and from the likelihood that 
governments at all levels will in the foreseeable future be anxious to 
restrain expenditure and manage their deficits. Their efforts to do so will 
inevitably affect the budgetary situations of the other governments. 

This can happen in several ways, even when there are no fiscal 
transfers involved and when each is operating in its own jurisdiction. For 
example, a federal tightening of unemployment insurance provisions will 
generate increased demand for provincial welfare services. In turn, 
provinces may try to reduce their welfare burden by instituting short- 
term work programs just long enough for the participants to qualify for 
unemployment insurance. More generally, one government’s reduction 
in almost any area is likely to generate political pressures on another 
level to step in to fill the gap. 

Of more direct interest are intergovernmental transfers. As fiscal 
conditions have become more volatile in recent years, we have seen 
numerous government actions that affect the level of transfers. Exam- 
ples are the rapid series of changes in equalization as the system tried to 
respond to escalating oil and gas revenues in the 1970s, and the capping 
of the escalators for post-secondary education and health insurance 
transfers in the mid-1970s. 

The question that arises is whether such transfers should in some way 
be insulated or protected from these kinds of budgetary change. One 
perspective suggests that indeed they should be. The argument is based 
on the need for fairness and certainty, as well as on recognition of the 
high degree of provincial dependence on intergovernmental grants. 
Provinces, it is claimed, have been induced into these programs on the 
understanding of continued federal support. They cannot effectively 
plan their own budgets if the amount of transfers remains uncertain. A 
particularly strong argument is sometimes made that equalization pay- 
ments should be shielded from federal measures to control deficits, 
especially in light of the constitutional commitment to sharing given in 
S. 36 of the Constitution Act, 1982. 


Chapter 9 97 


The contrary perspective asks why programs that happen to be deliv- 
ered through intergovernmental mechanisms should in any way be priv- 
ileged over other kinds of federal expenditure. True, we justify these 
programs by reference to national objectives and national standards, but 
programs fully in federal jurisdiction presumably have similar justifica- 
tions. True, budgetary uncertainty makes planning difficult, but tax 
revenues are also inherently uncertain; coping with uncertainty is part of 
the problem of governing. While the federal government may have 
induced provincial governments to enter particular program areas by 
offering cost sharing, provincial governments have often initiated the 
requests for federal sharing. Moreover, if intergovernmental programs 
are protected, then any federal restraint measures will have to be con- 
centrated disproportionately on a limited range of programs. Thus, in 
1984, with about one-fifth of federal spending taking the form of inter- 
governmental transfers and another one-fifth covering interest on the 
national debt, federal restraint measures would have to be concentrated 
on relatively few areas of discretionary spending. If transfers to individu- 
als are also to be considered protected, then almost 70 percent of federal 
spending would be locked in and federal flexibility would be greatly 
reduced. 

In light of these considerations, how might we retain a desirable 
degree of federal flexibility and accountability to Parliament while assur- 
ing provinces some stability for their planning and while protecting them 
against rapid, unexpected variations in federal spending? The simplest 
option would be to require some advance warning or consultation when 
it is proposed that cuts be made in federal transfers (for example, notice 
of one year before they were to become effective). This would give 
provinces some time to adjust their revenues and expenditures to 
planned changes. However, it would provide them with very limited 
protection. 

A second alternative would be to build further on the idea of federal- 
provincial transfers being subject to five-yearly reviews. Within the five- 
year period, federal changes could be constrained. Such a procedure 
might involve the necessity of provincial consent for any change above a 
prescribed level. For example, Ottawa could be free to adjust in any 
given year by up to 5 percent without provincial approval, but beyond 
that provincial approval would be necessary. 

A different version of the five-yearly review concept could see the 
quinquennial negotiations encompassing a series of overriding guide- 
lines to govern transfer payments for the forthcoming period. For exam- 
ple, one suggestion for appropriate guidelines for the period 1987-92 is 
that: 


¢ reductions in intergovernmental transfers should not be propor- 
tionately larger than the average level of reductions in non-transfer 


programs; and 
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* aside from the application of terms and conditions stated in enabling 
legislation, there should be no interference by the federal government 
in provincial attempts to cope with the challenges of policy in an age of 
restraint. 


It has also been suggested that: 


* social program transfers should not be subject to reductions: 

* an attempt should be made to define a reduction formula which would 
take account of provincial needs in particular program areas; and 

* provinces with high revenue yields should bear more of the cost of 
reductions than those with lower yields. 


Whatever the solutions chosen, it seems certain that as governments 
seek greater controls over their own spending, the major conflicts over 
transfers in the next few years will centre on the implications of restraint. 
This contrasts with the 1960s and 1970s, when the disagreements 
focussed on the initiation of federal programs within provincial jurisdiction. 


Equalization 


BACKGROUND 


The principle of equalization has been a constant feature of Canadian 
fiscal arrangements. The transfers to the provinces agreed to in 1867 
were implicitly equalizing: they were per capita grants. In addition, 
special payments were accorded to individual provinces, or even to 
entire regions, as circumstances warranted. Further, the shared cost 
programs discussed in the previous section were equalizing to the extent 
that they involved roughly equal per capita grants to provinces. 

The first proposal for a formal equalization scheme, though, was the 
national adjustment grants set forth by the Rowell-Sirois Commission as 
part of their package of reforms to intergovernmental fiscal arrange- 
ments. Their stated object for the grants was, “. . . to make it possible 
for every province to provide, for its people, services of average Cana- 
dian standards and they will thus alleviate distress and shameful condi- 
tions which now weaken national unity and handicap many Canadians. 
. They are the concrete expression of the Commission’s conception of a 
federal system which will both preserve a healthy local autonomy and 
build a stronger and more united nation.” The principle underlying their 
scheme, namely to enable provinces to provide national average levels 
of basic services at not unduly high tax rates, has survived through to 
today. Since some variant of this “comparable standards” principle (as it 
has come to be known) has characterized every version of equalization 
we have had, the history is more easily understood if we first outline 
briefly what is involved, in practical terms, in designing such a scheme. 
As we shall show below, this is especially important, since the most 
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recent debate on equalization centres on whether the comparable stan- 
dards principle is the most appropriate one. 

The central characteristic of the equalization scheme which has 
evolved since 1957 is that it focusses on equalizing provincial revenues. 
It takes no account of revenue needs, and implicitly assumes that the 
costs of providing government services are similar across all provinces. 
Nor have we even based equalization on a more global measure of 
provincial wealth, such as per capita product or income. We equalize the 
capacity to raise revenues, not the level or quality of services. Hence two 
questions are critical in designing such an equalization: which provincial 
revenues do we include, and to what level should they be equalized? 

The first task in designing such a scheme Is to specify what a represen- 
tative provincial tax base would be. This involves listing revenue catego- 
ries open to the provinces, together with definitions of how taxes are to 
be applied in each instance (e.g., on total income, gross revenue, value of 
retail sales, etc.). Next, a “representative” provincial taxation effort is 
set out. Here some taxation rate, judged to be representative of the 
provinces overall, is set for each of the revenue categories in the base. 
Applying the taxation schedule to the base, and standardizing for popu- 
lation, yields the revenue a province would collect if it had average fiscal 
capacity and levied average taxation rates. This figure then becomes the 
revenue floor below which no province is to fall. Expressed another way, 
this is the minimum amount of revenue that it is deemed a province of 
this size should be guaranteed. 

The third step is to calculate the actual tax base of each province. 
What is the total personal income on which provincial income taxes are 
levied? What is the value of retail sales? This estimate is done for each 
province for each of the revenue categories contained in the represen- 
tative base. Applying the representative provincial taxation effort 
(importantly, not the province’s own tax rates) to this base produces the 
total revenue the province could raise if it taxed each of its revenue 
sources at national average rates. If this figure exceeds the revenue floor 
as calculated above, there is no problem. The province in question 
could, if it wished, provide a comparable standard of government goods 
and services without having to tax more heavily than neighbouring 
jurisdictions. There is clearly no need to provide equalization support in 
such a case. 

Equalization entitlements are necessary, however, when what a prov- 
ince could raise from taxing its own base at representative rates falls 
short of the revenue floor. The size of transfer called for is precisely the 
amount of this shortfall. A province receiving equalization payments 
need not, and almost certainly will not, have an inferior taxation capac- 
ity over all revenue sources. It is the sum across all categories that 
determines eligibility. 

The important point to note is that the revenues the province actually 
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collects do not enter into the calculation directly. One does not compare 
what could be to what is; one compares instead what could be if the 
province were the representative Canadian province in terms of both tax 
base and taxation effort to what could be if the province chose to tax its 
actual base at national average rates. How it actually taxes does not 
affect its equalization entitlements directly. It might do so indirectly, of 
course, if the standard chosen as representative was the actual national 
average and if actions by the province would affect this figure. If a 
province’s taxes are greater than representative rates, its total revenue 
will be that much greater; equalization entitlements will not fall. Con- 
versely, if a province chooses to tax less, equalization does not rise to 
offset this. This is the practical counterpart of the Rowell-Sirois principle 
encountered above. 

These are merely general guidelines for designing an equalization 
scheme of this type. To implement one involves solving a large number 
of technical, or “engineering,” problems, all of which have entered into 
the debate at one time or another. What exactly would a representative 
provincial tax base look like? Which revenue categories should be 
included — all those potentially open to provinces or only those provin- 
ces actually use? How does one handle the fact that not all provinces use 
all revenue sources open to them or that, if they do, they sometimes treat 
them differently? What is the proper basis for taxing each revenue 
category? What level of taxation should be taken as representative — 
some hypothetical level or something linked to what Canadian provinces 
do in practice? Should profits of Crown corporations count as govern- 
ment revenue? This is but a partial list of such issues. 

Equalization was first formally implemented in Canada in 1957. The 
tax-sharing arrangement introduced that year linked federal transfers to 
each province to the revenue collected therein. Wealthier jurisdictions 
thus received a greater amount of revenue for a given tax rate or abate- 
ment than poorer ones did. To compensate for this, Ottawa made uncon- 
ditional transfers to bring per capita yields from the three standard taxes 
(personal income tax, corporate income tax, and succession duties) up 
to the average yield in the two wealthiest provinces. Payments were 
calculated arithmetically as the difference between what the province 
_ actually received from its taxation effort and what it would receive if it 
had the economic bases of the wealthier jurisdictions. While almost 
every aspect of the calculation was to be redefined in the coming years, 
the practice of basing equalization entitlements on a formula was to 
survive. 

Provincial natural resource revenues were added to the calculation of 
the representative tax base in 1962, and the standard was lowered (tem- 
porarily, as it turned out) to the national average. The scheme took ona 
more modern appearance in 1967 when the base was defined to include 16 
separate provincial revenue sources, with equalization again set at the 
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national average. For each province the difference between the yield 
from its own base and that from the national average on each of the 16 tax 
sources was calculated. If this sum was negative, equalization payments 
of this amount were made; if positive, transfers were zero. The number 
of taxes was increased to 19 in 1972, extending the representative tax 
base concept. Throughout, though, changes to the scheme were really 
just fine-tuning the basic ““comparable standards” concept introduced 
by the Rowell-Sirois Commission. 

The equalization scheme came in for some severe buffeting during the 
1970s. The problem lay in the dramatic increase in natural resource 
revenues, concentrated in a few small western provinces. The mechan- 
ics of the representative tax base scheme meant that Ottawa had to 
compensate all other jurisdictions, including populous Ontario and 
Quebec, for their lack of such revenues. Escalating entitlements threat- 
ened to bankrupt the federal government, a problem exacerbated by the 
fact that it did not itself have direct access to resource revenues. There 
was the further embarrassing anomaly that, according to the formula, 
Ontario was now a “have-not” province, itself eligible for equalization. 
There followed a series of ad hoc adjustments to the formula, most of 
which involved redefining how energy revenues were to enter the cal- 
culation, though there was also one provision intended to exclude 
Ontario from collecting its entitlement. 

There were more than just technical or design issues at stake during 
this period. The large energy revenues accruing to the western provin- 
ces, Alberta in particular, raised anew the more basic question of how 
much equalization is appropriate. Specifically, were other provinces 
entitled to larger equalization payments simply because Alberta’s fiscal 
capacity was suddenly and dramatically increased? Put even more star- 
kly, how did Alberta’s windfall affect the demands that a Nova Scotian 
could reasonably put on his or her provincial government? The question 
ultimately became whether natural resources were a regional or national 
heritage. 

Past Canadian practice with implementing the principle of reasonably 
comparable levels of services at reasonably comparable tax rates pro- 
vided little guidance. Was the comparison to be made to the wealthiest 
provinces, as in the 1957 formulation? If so, essentially full equalization 
of energy revenues was required. Or was it to be made only with national 
average tax yields, as with the system then in place, recognizing that this 
meant that slightly less than half of the energy revenues ended up being 
equalized? Or was the Alberta revenue windfall such an unusual event 
that it could be safely ignored altogether? 

Some argued that there was no need to equalize any of this windfall 
gain. Just because one province is suddenly wealthier does not mean that 
the ability of others to supply an acceptable level of public goods at an 
acceptable tax level has been eroded; greater government revenues in 
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one province do not create greater needs in another. This argument 
represents the strictest interpretation of the comparable Canadian stan- 
dard view of equalization; but note that it shifts the basis of discussion 
from revenues to expenditure needs. 

In addition, efficiency considerations came to play a significant role in 
equalization debates for the first time. Western energy revenues, since 
they were only imperfectly equalized, were alleged to be creating 
socially inefficient interprovincial migration of capital and labour. 
Numerous research studies were done, most of which demonstrated 
some sensitivity of migration flows to net fiscal differences among prov- 
inces. John Vanderkamp’s paper (see Appendix A) reviews these stud- 
ies. One contribution to the debate even alleged that the costs to Canada 
of moving to world energy prices without a proper equalization scheme 
in place probably exceeded those associated with keeping oil prices at an 
artificially low level (Flatters and Purvis, 1980). The point of these 
contributions was to suggest that some equalization of resource reve- 
nues was necessary on efficiency grounds, even if one was not convinced 
that it was required to achieve greater equality among Canadians. This 
represented the first real challenge to the Rowell-Sirois view that equal- 
ization was about equity, and that equity referred to national averages 
rather than to particular province-to-province comparisons. 

The best known exponent of this “new” view of equalization was 
undoubtedly the Economic Council of Canada in its 1982 report, Financ- 
ing Confederation. Here, the twin concepts of horizontal equity and 
economic efficiency were proposed as formal pillars of an equalization 
scheme, to replace the much less precise comparable standards crite- 
rion. This led the Economic Council to propose full equalization of all 
provincial revenue sources except those associated with resources. 
Only partial equalization of this latter category was recommended. The 
argument in the latter case was that since resources constitutionally are 
the property of provincial residents, they should be treated as all other 
private income is under the scheme (i.e., as if the provincial government 
derived revenue from them at the prevailing personal or business tax 
rate). The Economic Council made a number of other interesting pro- 
posals, most notably that implicit rents on hydroelectricity should be 
- included as provincial revenue for equalization purposes. 


CURRENT ARRANGEMENTS 


The current scheme was established as part of the 1982 Fiscal Arrange- 
ments Act. There were five main changes to the previous formula. First, 
equalization up to the national average was replaced by equalization up 
to a five-province standard (Ontario, Quebec, Manitoba, Saskatchewan, 
and British Columbia). Leaving Alberta out of the standard effectively 
did away with the energy revenue problem; the formula simply ignores 
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any revenue that Alberta now receives. Excluding Alberta lowered 
entitlements, but excluding the four Atlantic provinces raised Ottawa’s 
obligations under the plan, since these jurisdictions were typically below 
national average on most sources of revenue. 

The other four changes are also noteworthy. Coverage was extended 
to include municipal revenues and 100 percent of resource revenues. A 
cap was placed on payments, constraining their growth to be no greater 
than the annual GNP increase. A minimum level of payment guarantee 
and a transitional payment were included to offset the impact of par- 
ticular changes on individual provinces. A final factor of note is that the 
new Canadian Constitution, adopted in 1982, contains a provision com- 
mitting the federal government to the principle of making equalization 
payments, in the words of a familiar phrase, in order to “ensure that 
provincial governments have sufficient revenues to provide reasonably 
comparable levels of public services at reasonably comparable levels of 
taxation.” Thus it is conceivable that future adjustments to equalization 
could be tested in the courts, if for example recipient provinces felt the 
payments failed to meet the “reasonably comparable” criterion. 


EVALUATION 


Before moving on to discuss issues and recommendations, it is useful to 
ask how effectively equalization has been in smoothing out differences in 
fiscal capacities across provinces. Have we met the standards set for us 
by the Rowell-Sirois Commission 45 years ago? There is no precise 
measure of fiscal capacity available, so there is no definitive answer to 
this query. There are, however, indirect measures which can be used to 
gain some idea of the influence that equalization has had in this respect. 
These have been most recently summarized by Courchene (1984, from 
which Table 9-2 is taken). 

The obvious first step in assessing relative fiscal capacities is to 
compare actual revenues per capita across provinces. These data are 
presented in Table 9-3. The first row gives own source revenue, namely 
funds the provinces raised in 1980—81 by applying their own tax rates to 
their own taxation base. The variation here is fairly large, ranging from 
per capita revenues of $1,026 for Nova Scotia to $3,900 for Alberta. The 
latter province, with its huge energy revenues, is an extreme example 
admittedly; excluding it reduces the range considerably. Nevertheless, 
there is still quite a gap among the revenue available to the provinces, 
with the four Atlantic provinces and Manitoba the least well off and 
central Canada and British Columbia lying between them and Alberta 
and Saskatchewan. 

The second row of Table 9-3 adds in federal transfers other than 
equalization. Since at least some of these, such as unemployment insur- 
ance, are implicitly equalizing, the disparity among provinces is reduced 
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somewhat, although it remains significant. The third row adds in equal- 
ization transfers. Now the disparity is reduced significantly, and the 
ranking over provinces is changed somewhat. Alberta is still the 
wealthiest, but now Ontario is at the bottom of the list. Without resource 
revenues, and ineligible for equalization by decree, Canada’s most 
industrialized province ended up in 1980-81 with the lowest apparent 
fiscal capacity. The importance of equalization to some provinces is 
evident from the fourth row. Equalization payments amount to nearly 
two-thirds of own source revenue for Prince Edward Island and about 
one-half for the other three Atlantic provinces. 

Table 9-3 does not really measure relative fiscal capacities in the way 
we wish to, however. It shows the revenue that provinces actually 
derive, while we are interested in what they could raise if they applied 
national average tax rates to their own taxation bases. We wish, in other 
words, to abstract from the fact that part of the observed differences in 
per capita revenues in Table 9-3 might simply reflect different taxation 
efforts. Relatively high tax rates will increase the figure for a province in 
the table, but this does not mean that its fiscal capacity as we define it for 
equalization purposes is greater. We want, it will be remembered, to 
preserve the freedom of individual provinces to determine their own 
overall use of the taxation-expenditure system. In fact, provincial tax 
rates have increasingly diverged in recent years. 

Table 9-4 attempts to correct for these shortcomings. It shows indices 
of tax base per capita for three periods since 1972. The first three rows 
demonstrate the great variation that exists for own source revenue. 
Prince Edward Island is currently at 55 percent of the national average, 
while Alberta stands at 217 percent. The other Atlantic provinces do not 
fare much better than Prince Edward Island. It is these figures more 
than any others that demonstrate the great need for equalization in the 
Canadian federation. Without some sort of offset, the differences in the 
abilities of provinces to provide for their residents’ welfare would be 
unacceptably high. 

The variation among provinces has increased significantly since 1972, 
owing of course to the great increase in western energy revenues. Rows | 
-to 3 demonstrate this point clearly. Note, however, that even without 
resource revenues, rows 4 to 6, the three westernmost provinces still 
enjoy the largest fiscal capacities. This is because personal and business 
incomes are higher, retail sales are greater, and so forth, because of 
energy-related economic activity. One final point to note is the com- 
parison of Quebec’s position in the two tables. Its relatively high figure in 
Table 9-3 compared to its relatively low one in Table 9-4 demonstrates 
the importance of standardizing for actual taxation efforts when compar- 
ing relative fiscal capacities. 

Rows 7 to 9 of Table 9-4 show taxation bases with equalization pay- 
ments included. The variation among provinces is clearly very much 
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reduced. Prince Edward Island is now 83 percent of a national average 
that is still much pulled up by the special case of Alberta. There is 
essentially no difference in the position of the seven easternmost provin- 
ces. Adding in other federal transfers, as is done in the final three rows, 
reduces disparities further. Interestingly, Ontario is again the province 
with the lowest taxation base. Its low standing in Table 9-3 was thus not 
the result of a low taxation effort. P.E.I. on the other hand, the poorest 
province with respect to own revenue base, is here the wealthiest of the 
non-energy rich provinces. These data are for the early 1980s under the 
old (national average) program. Courchene has also calculated the 
impact of the new five-province representative standard on equalization 
flows, compared to what would have happened under continuation of the 
old system. Overall equalization entitlements fall by $732 million — 
from $5,289 million to $4,557 million. Most of this is borne by Quebec, 
with Manitoba being the other main loser. Both provinces are covered by 
a transitional guarantee, however, which eases the adjustment some- 
what. The other recipients are virtually unaffected, with P.E.I. even 
gaining slightly. Thus, the overall effect of the 1982 change appears to be 
to reduce the overall level of equalization somewhat and to alter the 
distribution across provinces somewhat. 

To return to the question posed above, how adequately have we met 
the Rowell-Sirois criterion? Courchene concludes, in summarizing the 
evidence presented here: 


Equalization has indeed played a very significant role in reducing interpro- 
vincial disparities in fiscal capacity. [The data] confirm this result over a 
longer time horizon but also indicate that over time the level to which 
provincial revenues are equalized in falling relative to the national average 
level of fiscal capacity. 


This seems to us a fair summary. We have much to be proud of, but have 
not eliminated disparities in revenues. Indeed, there is some indication 
that under the combined impact of energy and fiscal restraint, our 
effective commitment to equalization is under some strain. Through 
much of the postwar period the tendency was to reduce disparities in 
revenues; recently they have tended to increase. 


ISSUES AND PROPOSALS FOR REFORM 


The issues surrounding equalization can be cast in the form of three 
broad questions. How much equalization is appropriate? Who should 
administer the program? What procedure should be used to calculate 
entitlements? We shall look at each of these in turn. 


How Much Equalization? 
There is no “correct” answer to the query of how much equalization is 
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appropriate; it is ultimately a judgment about the goals of the federation. 
There are three identifiable positions in this debate. At one end of the 
spectrum is the concept of comparable standards that we encountered 
above. Equalization need proceed only to the point where each province 
can provide a reasonably comparable level of government services to its 
residents at reasonably comparable tax rates. This definition is the one 
that has dominated Canadian thinking about equalization in the past. 
The main issue is to settle upon a definition of representative or average 
fiscal capacity. How much revenue can a province reasonably expect to 
be guaranteed in order to carry out its constitutional responsibilities? 

At the other pole is the concept of full equalization. Under this 
approach, all differences in provincial net fiscal benefits would be offset. 
This is the version most consistent with the economic theory of equaliza- 
tion, since only when all variation in provincial fiscal capacity is 
removed is horizontal equity assured and all incentives for inefficient 
factor relocation removed. Resources are essentially a national heritage, 
which in effect belong to all Canadians irrespective of where they live. 
The difficulties with this interpretation stem from the constitutional 
provision that resources belong to the provinces. This seems to make 
them part of that province’s heritage only, and it creates the practical 
difficulty of how the associated revenues are to be distributed. 

An intermediate position is that advocated by the Economic Council 
of Canada, following Gainer and Powrie (1975). There would be full 
equalization of provincial fiscal capacities over those tax sources that 
are shared by the federal and provincial governments. Resource reve- 
nues, however, would be treated separately. They would be acknowl- 
edged as belonging to the provinces by virtue of the Constitution. Other 
provinces would have a claim on them in the form of equalization 
entitlements only to the extent that they would if such resources were 
truly privately owned. This amounts to equalizing a portion of resource 
revenues equal to the average corporate income tax rate, normally 
estimated to be about 30 percent. The remaining 70 percent would 
escape the formula. 


WHO SHOULD ADMINISTER THE PROGRAM? 


There are three options in this respect as well. The first is that the federal 
government should continue to bear sole responsibility for the program. 
This would require some provision to ensure that it had access to enough 
resource revenue to cover any disbursements on this account. Ottawa 
might well choose to consult with the provinces before altering the 
program but would not be required to do so. This is essentially the 
situation as it currently exists, with the important addition that s. 36 of 
the Constitution Act, 1982 requires equalization measures and assigns the 
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responsibility here to Ottawa. Ottawa can adjust the scheme, but it 
cannot abandon it. 

A second possibility would share the responsibility between federal 
and provincial governments. Schemes of this type have come to be 
known as two-tier systems. At one level, the federal government would 
operate a representative tax scheme much like that which currently 
exists. Natural resource revenues would not be part of this, however. 
Instead, the provinces would themselves operate an interprovincial 
sharing arrangement. Jurisdictions with per capita natural resource 
revenues above the national average would contribute some fraction of 
the excess to a fund. These would then be paid out in the same way to 
those provinces with below average resource revenues. The operation 
would be self-financing, with payments exactly equalling contributions 
less administration costs. 

The basic rationale for separating things in this manner is that the 
federal government does not have constitutional access to provincial 
government resource royalties, while it does have such access to the 
other tax sources. A scheme that was funded out of general revenues but 
excluded resource revenues would approximate an interprovincial shar- 
ing scheme in any case, so the principles of equalization would roughly 
be met. This is another example of a case where the seemingly more 
logical alternative — constitutional change — is not feasible, and where 
a second best option is necessary. 

The final possibility is the theoretically pure one: a self-financing 
operation run by the regional units themselves. Provinces with positive 
net fiscal benefits would pay a fraction of these benefits to provinces 
below the line. In the extreme case, all fiscal differences would be 
equalized, but in the more realistic scenario only some fraction would 
be. The federal government would be completely removed from the 
equalization area in this model. 


HOW SHOULD THE SCHEME BE DESIGNED? 


The best way to see the issues involved in this question is to look at the 
critiques levelled at the current equalization scheme. The following 
points drawn from Boadway’s paper illustrate these criticisms. 


¢ Oil and gas revenues are effectively eliminated from equalization 
calculations by virtue of excluding Alberta from the base. This means 
that there is no equalization of this substantial revenue source, con- 
trary to the principle that provincial revenues should be fully or at 
least partially equalized. 

¢ The position of the “have-not” provinces with respect to oil and gas 
revenues is especially anomalous. Any revenues that the Atlantic 
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provinces might get from this source would count as revenue and 
would cause their equalization entitlements to be reduced accord- 
ingly, unless there was a specific provision to the contrary. If the 
average national tax rate was greater than the provincial royalty rate, 
this would in effect be a tax rate in excess of 100 percent. There is an 
obvious disincentive effect here. But there is also an apparent 
injustice in that they would not get to share, via equalization, in 
Alberta’s oil and gas revenues but would get taxed completely on any 
of their own that they managed to generate. The recent Accords 
between the federal government and those of Nova Scotia and New- 
foundland concerning revenues and management of offshore 
resources contain specific provisions to avert such dollar-for-dollar 
reductions in equalization payments once production starts. 

¢ The tax bases for resource categories are not normally the appropriate 
ones. Ideally, they should be based on rent or net income. In fact, they 
are typically based on gross value of production, or even physical 
output. This penalizes marginal resources and marginal deposits, and 
provides a strong disincentive to resource development. It is this 
feature in fact which can lead to a marginal tax rate on ‘“‘have-not” 
provinces of greater than 100 percent. 

¢ There is a ceiling on equalization payments, tied to the rate of growth 
of GNP. While this is understandable from a federal government 
budgetary point of view, there is no theoretical basis for it. 

¢ Rents from hydro-electric developments are not included in the tax 
base but should be, even if they only exist as subsidized rates to 
consumers. 

¢ There is no allowance for differences in needs or costs across provin- 
ces. Highways are more expensive to build in B.C. than in Saskatche- 
wan, so for an equivalent amount of revenue B.C. can provide less 
services to residents. The North is the region most obviously affected 
by this, so some provision would be needed in the event that the 
territories became part of the scheme. Needs differ if age or income 
structures vary across provinces. Provinces with a relatively large 
number of pensioners, of the poor, or of school-age children, for 
example, will have larger outlays on policies to serve them. 


It should be remembered that the historic rationale for equalization — 
enshrined now in the Constitution — does give equal weight to levels of 
taxation and levels of service. Hence there is a powerful logical argu- 
ment for working toward a “Representative Expenditure” calculation 
parallel to the present “Representative Tax” system. This would be very 
difficult to do. We would need agreed-upon measures of need, of pro- 
gram costs, and of “coverage” levels of service. The whole process 
could lead to undesirable pressures for provincial homogeneity. 
There are a host of design or engineering problems involved in con- 
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structing any scheme. How should resource revenues be incorporated 
into the formula, whatever portion is to count? How can tax bases be 
defined properly? How can fiscal benefits in the form of subsidized 
energy prices be accounted for? How could one allow for fiscal need? 
These are practical design issues capable of solution by experts once the 
appropriate general guidelines are established by political leaders. The 
questions of how much equalization and whose responsibility it is should 
engage us much more than the practical details of how to carry it out. 

Apart from economic questions of efficiency and equity, equalization 
is a quintessential expression of some of the fundamental principles of 
Canadian federalism. It epitomizes the balance we have struck between 
centralization and decentralization on the one hand, and between pro- 
vincial and national communities on the other. It is at once profoundly 
centralist — a program of the national government, redistributing 
resources across the country — and profoundly decentralist — provid- 
ing provinces with unconditional grants to use according to their own 
priorities. Equalization, for seven provinces, is a condition of their 
autonomy, not a threat to it. Similarly, equalization is simultaneously an 
expression of a commitment to national community and to provincial 
community; it says it is by virtue of membership in the national system 
that provincial communities can grow — and that the national com- 
munity is strong to the extent that provincial communities are strong too. 
The two levels of community are complementary, rather than conflicting. 
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Chapter 10 


Mechanisms and Processes of 
Intergovernmental Relations 


This chapter draws on a number of Commission studies, notably those 
by J. Stefan Dupré, Kenneth McRoberts, Frederick J. Fletcher and 
Donald C. Wallace, Hugh G. Thorburn, and K.J. Huffman, J.W. Langford 
and W.A.W. Neilson. All are listed in Appendix A. 

Most of the literature on federalism asks why we would want to divide 
authority between two orders of government and, having decided to do 
so, how the responsibilities of government should be divided among 
them. The implicit model therefore (except for those in the public-choice 
tradition), is one of watertight compartments: each order is responsible 
for a clearly defined set of activities. Yet a central characteristic of all 
modern federations, indeed, perhaps the defining one, is the per- 
vasiveness of complex networks of relationships among governments. 
Canada is no exception. An understanding of intergovernmental rela- 
tions must be at the heart of our understanding of the operation of the 
federal system and, more generally, of the policy-making process in 
~ Canada. 

In this chapter, therefore, we shall examine the machinery and pro- 
cesses of intergovernmental relations. The processes have been labelled 
in a variety of ways, each of which seeks to capture some of its central 
dimensions. ‘“‘Executive federalism’? emphasizes the participants: the 
ministers and officials of the 11 governments. ‘‘Federal-provincial diplo- 
macy” emphasizes the parallels between federal-provincial relations 
and international relations. ““Cooperative federalism” or “collaborative 
federalism” stresses the sense that public policy in Canada is the out- 
come of the joint workings of the 11 governments and the degree of 
coordination among them. ‘‘Competitive federalism” underlines what 
many have seen as an important shift in the process, from an emphasis 
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on substantive policy concerns (or ‘“‘functional federalism’’) to an 
increased concern of intergovernmental relations with the articulation of 
competing visions of the very character of the federation. 


Structure and Process 


As these varied terms suggest, the processes of intergovernmental rela- 
tions are bewilderingly complex and varied. In Dupré’s words, “They 
defy generalization.” They pervade almost every aspect of the policy- 
making process. They take place at a multitude of levels, from telephone 
calls and meetings among junior officials to more formal meetings of 
senior officials, to meetings of ministers, and to the set-piece First 
Ministers’ Conference. Some relationships are multilateral, embracing 
all 11 governments and sometimes representatives of the two territories 
as well; some involve only a few governments. Some are bilateral, 
involving the federal government and a single province; most link federal 
and provincial governments, but many relationships are interprovincial. 
Some meetings have formal titles and regular meetings; others are much 
more sporadic and ad hoc. Some, such as First Ministers’ Conferences 
on the Constitution or the economy, take place under the glare of the 
television lights and are occasions for public deliberation; most take 
place behind closed doors. Some deal with matters of the highest public 
policy; many deal with the myriad minor details of administration. 

The difficulty of comprehending such a complex process is com- 
pounded by its uncertain legal status. Federal-provincial conferences 
were nowhere mentioned in the Constitution until the 1982 revision 
embraced a commitment for first ministers to meet with representatives 
of aboriginal peoples to discuss native rights. Few federal-provincial 
bodies are enshrined in any legislation. None has any specified powers 
or responsibilities. Nowhere are their purposes, functions, or pro- 
cedures set out. A “decision” by a conference has no formal standing. 
Governments can and do sign binding agreements, often on matters of 
major public significance such as oil-pricing or jurisdiction over offshore 
resources, but such agreements have no clear constitutional status. 
Intergovernmental relations have grown piecemeal, a response to the 
perceived needs of politicians and administrators as they try to manage 
their multifaceted interdependence. 

The expansion of intergovernmental machinery has been part and 
parcel of the growth of the modern administrative state. Federal-provin- 
cial conferences were certainly not unknown before World War II. 
Federal and provincial finances have been intertwined ever since 1867. 
The first shared-cost programs were established relatively early in the 
20th century, and by the 1930s federal-provincial interaction was occur- 
ring in a wide variety of areas. Yet until World War II, the classical model 
of watertight compartments, in which the actions of one level seldom 


¥ze Patil 


spilled over to affect the others, was broadly descriptive of the realities of 
Canadian federalism. McRoberts quotes Smiley on this point: “In regard 
to most functions federal and provincial governments carried out their 
respective constitutional obligations in relative isolation from one 
another.”’ To the extent that intergovernmental relations were necessary, 
they were conducted much more at the public political level, in relations 
between prime minister and premiers, and in the bargaining between 
leaders of provincial groupings within the national political parties. The 
explosive growth of intergovernmental relationships occurred in the 
postwar period. Estimates of the number of federal-provincial commit- 
tees or the number of meetings held annually vary widely. One of the 
earliest studies identified 64 federal-provincial liaison bodies in 1957; a 
similar estimate in 1972 counted 400. 

Perhaps the most careful compilation of the number and scope of 
intergovernmental meetings has been prepared by Gérard Veilleux 
(1979, pp. 35-71). While he suggests that his figures may well underesti- 
mate the number of meetings, they have the great virtue of having been 
collected on a comparable basis from 1957 to 1977. The total number of 
federal-provincial meetings increased rapidly in the early 1960s, then 
doubled again by 1977. Veilleux’s figures also demonstrate the shifting 
focus of intergovernmental discussions. Social policy matters were rela- 
tively more important in the 1960s — the years of the Canada Pension 
Plan, medicare, and other initiatives. Later in the period, economic 
matters tended to play a relatively larger role on the intergovernmental 
agenda. Intergovernmental relations have come to resemble an “‘indus- 
try,” and they must be a central element in the calculations of every 
government as it seeks to achieve its goals. 

The explanation for this ‘““exponential” increase lies in the increase in 
the interdependence of governments, which in turn follows from the 
expansion of the state and the transformation of its functions. Similar 
trends have occurred in all federal countries, though the mechanisms 
developed have varied considerably. The growth of the state had numer- 
- ous implications for the conduct of federalism. Responding to new 
citizen needs, governments expanded to occupy the full ‘“‘jurisdictional 
potential” allocated to them under the Constitution, and indeed sought 
to extend their reach beyond it. The emergence of new policy areas not 
mentioned in the Constitution Act, 1867 greatly increased the areas of de 
facto concurrency; in many of these areas new sets of relationships and 
divisions of responsibility needed to be worked out. Policy areas became 
more and more tightly interwoven; decisions in one field had immediate 
implications for others. No longer did the interconnectedness of policy, 
or the terms in which we thought about it, fit the neat categories of the 
Constitution. Not only did new fields of governmental activity emerge, 
but old ones radically changed their significance. Social welfare policy, a 
minor field of government activity in the 19th century, now emerged as 
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the “welfare state,” one of the fundamental building blocks of the 
postwar era. All these factors meant that governments could no longer 
work in isolation. The actions of one would spill over to affect the 
policies — and the residents — of the other. In new fields, each govern- 
ment was able to act, raising the possibility of duplication and contradic- 
tion. In others, divided responsibility meant that if one level were to 
achieve its ends, it would in many cases require the assistance and 
cooperation of the other. There was a growing capacity for mutual 
frustration. 

More generally, the two basic pillars of the expanded state of the 
postwar era, namely the assumption of state responsibility for economic 
management and the development of the welfare state, each implied a 
need for collaboration. On the economic policy side, it would require 
coordination of total taxation and expenditure in the interests of manag- 
ing overall demand. On the social policy side, both technical and 
sociopolitical factors seemed to point to a greater federal role. Tech- 
nically, it appeared that only the central government had the resources 
and the overarching responsibility to undertake major redistributive 
programs, whether across regions or across different categories of indi- 
viduals. Politically, the experience of depression and war had expanded 
the sense of “social citizenship’’ — the view that citizens had a right or 
entitlement, as Canadians, to basic services regardless of where they 
lived. 

One response to such pressures, of course, would have been to 
maintain watertight compartments by transferring responsibility for the 
major components of the new policy agenda to the federal government. 
To some extent, this is what we did, with the unemployment insurance 
amendment of 1940 and the old-age pension amendment of 1951. In 
addition, the federal government used its spending power to undertake 
the family allowance program during World War II. But efforts to reorder 
federal and provincial responsibilities in this way (first by the Rowell- 
Sirois Commission, in 1940, and then by the federal government in its 
postwar Green Book proposals for reconstruction) failed. The result was 
that, despite the Rowell-Sirois Commission’s warning about the “‘diffi- 
culties of divided jurisdiction,” the characteristic response in Canada 
was to retain shared responsibility and to achieve many of the goals of 
the new agenda through federal-provincial collaboration, the chief 
instrument of which was the shared-cost program. The stage was thus set 
for the massive increase of intergovernmental contacts. In the years 
following, the range of such contacts continued to expand, as federal and 
provincial states continued to act in new areas. Through federal-provin- 
cial relations we have had to balance and integrate two strong, active 
orders of government. 

By the time the Royal Commission on the Economic Union and 
Development Prospects for Canada was appointed in 1983, there was a 
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widespread perception that intergovernmental relations were, as Dupré 
puts it, ina “state of disarray.” This perception came from many sources 
and was based on many grounds. Governments themselves were 
unhappy. Leading members of the federal government felt that ‘“‘cooper- 
ative federalism” imposed unreasonable constraints on federal action, 
elevated the status of the provinces, and undermined the linkages 
between Ottawa and individual Canadian citizens by allowing provinces 
to mediate between them. This was felt to be undermining political 
support for the central government. Especially when the forum was a 
multilateral one, it allowed one or two provinces to block important 
initiatives and to use conferences as platforms for wide-ranging attacks 
on federal policies — without having to bear the responsibility for such 
policies. Emphasis on joint delivery of programs (such as general devel- 
opment agreements) or on virtually unconditional transfers of funds 
(such as post-secondary education transfers) reduced the capacity of 
Ottawa to develop and enforce nation-wide standards and goals, subor- 
dinating them to provincial interests. 

Prime Minister Trudeau articulated these views strongly in 1981 and 
1982, stating: 


Executive federalism is characterized by the idea that the role of Parliament 
in governing the country should diminish while premiers should acquire 
more influence over national public policy. ... This theory means that 
Canada’s government would be a Council of First Ministers. 


The Premiers, he argued, had used a February, 1982 First Ministers’ 
Conference on the economy “to make ten speeches on television blam- 
ing the federal government for all the evils of the nation.” He also 
argued: 


We have tried governing . . . through consensus; we have tried governing 
by being generous to the provinces . . . by offering a rather massive transfer 
of powers . . . and that was never enough. . . . I thought we could developa 
strong Canada through co-operation. I have been disillusioned. 


Prime Minister Trudeau concluded that “the old type of federalism 
where we give money to the province, where they kick us in the teeth 
because they didn’t get enough . . . is finished.”! McRoberts’s paper 
gives a summary of the federal views on this subject. 

Meanwhile, the provinces continued to assert that the process did not 
prevent continued federal intrusions into areas of provincial jurisdiction, 
and they complained that the federal government often failed to consult 
when its actions had important implications for the provinces. The 
premiers argued that although such things as the unilateral federal 
capping of some transfers, the refining of conditions for medical care 
payments, and moving to more “direct delivery” of federal programs 
were all within federal power, these processes were a violation of well- 
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established norms of shared decision making. Moreover, they would 
make for confusion and cross-purposes in policy. 

Indeed, the concern with the state of intergovernmental relations went 
well beyond the expected charges and counter-charges about failures to 
consult adequately. Many people were concerned that federal-provincial 
relations had become the arena for the expression of destructive conflict 
and for a naked struggle for power among rival elites. The intergovern- 
mental arena had become a forum for confrontation and for the expres- 
sion of rival views of the country, rather than a place for compromise and 
coordination. The process seemed to exacerbate conflict rather than to 
reduce it. Moreover, this conflict seemed to have severe consequences. 
It appeared to be eroding the fundamental consensus on the nature of the 
federation, which was essential to the unity of the country. Federal- 
provincial wrangling on issues such as energy pricing and offshore 
resources was seen to be undermining confidence in the economy and to 
result in missed opportunities for vital investment. The interests of 
groups as varied as native people, welfare recipients, and businessmen 
seemed to be sacrificed in the intergovernmental crossfire. 

In addition, issues such as the Constitution and the negotiation of 
fiscal arrangements raised public consciousness of the high stakes 
involved in the intergovernmental relationship. There was increasing 
criticism of the executive-centred process of intergovernmental rela- 
tions and of its potential costs for governmental accountability and 
responsiveness. As Dupré argues, the “workability” of executive fed- 
eralism was in question. It was vital to provide “a forum (or more 
accurately, a set of forums) that is conducive, and perceived to be 
conducive .. . to negotiation, consultation or simply exchange of infor- 
mation.’ Nevertheless, to state that the fundamental basis of inter- 
governmental relations is the management of interdependence says little 
about how this is to be done; nor does it identify the principles that 
should govern the conduct of the relationship. Most of the current issues 
in intergovernmental relations revolve directly around these questions. 

We can begin by distinguishing two broad models, or images, of the 
character of the process of intergovernmental relations. Each is an ideal 
type; the reality is a complex mixture of the two. Each, however, 
embodies a somewhat different conception of the purpose and role of the 
intergovernmental process and of the ways in which it should be con- 
ducted. We shall call these two models the collaborative model and the 
competitive model. The collaborative model begins with an emphasis on 
the pervasiveness of interdependence across almost all conceivable 
policy fields. It places great weight on the costs of inadequate policy 
coordination, in terms of duplication, overlapping, and contradiction, 
and the need to avoid them. Given the distribution of authority, the 
varied interests of different governments and regions, and the financial 
and bureaucratic resources they possess, this approach argues that there 
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can be no alternative to a central role for intergovernmental policy- 
making in the federal system. 

The competitive model (or public-choice model, as it was termed in 
Part I) is also aware of competing interests and interdependence, and of 
the need for coordination. But it places less weight on the costs of 
fragmentation, and it distinguishes between coordination as a process 
and coordination as an outcome: the latter can occur without the former, 
as governments adapt their policies to the initiatives of other govern- 
ments. While the collaborative model tries to overcome the difficulties of 
fragmentation and divided jurisdiction, the competitive model makes a 
virtue of doing so. Thus, it would allocate a much more limited role to the 
mechanisms of intergovernmental relations and would minimize their 
place in the overall policy system. 

One important reason for this difference is that the competitive model 
places much more value on the opportunities for diversity, variety, and 
innovation that federalism provides. Indeed, these virtues, as well as the 
messiness, conflict, and overlap they may entail, are central to fed- 
eralism. Too much emphasis on the need for harmony, consistency, 
uniformity, and parallelism undermines these virtues and is likely to 
stifle innovation, producing policies that are no more than the lowest 
common denominator or are what the most recalcitrant government is 
willing to accept. Thus, advocates of the competitive model seek the 
fewest possible constraints on the freedom of each government to act as 
it sees fit, in accordance with its own political priorities and its own 
reading of its electorate. From this comes the desire to avoid mecha- 
nisms that tie any government’s initiatives to the consent of others. 

The two models thus differ along a number of crucial dimensions, and 
each would design and operate the process differently. In the collab- 
orative model, there is a broad scope or range of matters that should be 
considered within the intergovernmental process. The process should 
not be confined to specific issues of divided jurisdiction but should 
encompass the whole range of policy. Federal-provincial conferences 
_ (for example, the annual First Ministers’ Conference on the economy) 
should be opportunities to address all sides of economic policy; the 
federal representatives should feel free to comment on the way the 
provinces conduct their economic affairs, and the provinces should be 
free to comment on interest rates, international trade, and other matters 
that are primarily in the federal domain. 

Starting from these different assumptions, we can think of inter- 
governmental relationship as ranged along a continuum. At one end is 
independent action, with each government acting alone without any 
direct interaction with the others. Each may try to take into account the 
effect that its actions will have on the others and each will have to adapt 
to what the others have done, but there will be no formal attempt to 
coordinate. Next along the continuum is a process of consultation. 
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Governments will exchange information with one another and will 
attempt to pressure, cajole, and persuade one another to undertake 
certain actions, but each will remain free to do what it wishes. Then 
there is coordination. Not only do governments exchange information; 
they seek at least informal agreement on broad policy direction; they 
commit themselves to mesh their programs effectively; they agree ona 
general division of labour for their activities in the field. Finally, there is 
joint decision. Here, governments formally commit one another to a 
course of action, and each government agrees to be bound by it. Here, 
the federal-provincial conference does indeed become a quasi-legislative 
body, a government of governments. 

The competitive model focusses intergovernmental relations at the 
lower end of the continuum, viewing the “thrust and riposte”’ of indepen- 
dent action as the preferable course. Intergovernmental mechanisms 
should not move to coordination and joint decision making, except 
when absolutely necessary, as with constitutional amendment. In the 
interests of policy harmonization, those who emphasize collaborative 
federalism are prepared to go further along the continuum. Other differ- 
ences follow. Competitive federalists prefer to minimize the number, 
frequency, and degree of institutionalization of federal-provincial con- 
ferences. In their view, these conferences should not be given formal, 
legal status; they should remain ad hoc and flexible, and should not be 
given any actual powers or responsibilities. An elaborate, institu- 
tionalized intergovernmental framework will only increase the expecta- 
tion that policy making is ajoint activity and will provide an opportunity 
for governments to establish the claim to limit and constrain one 
anothers’ actions. 

Those who advocate a collaborative model place much greater store in 
the institutionalization of the intergovernmental relationship, in order to 
ensure full federal-provincial consultation across all significant policy 
areas. Thus, they have tended to propose a somewhat more elaborate 
structure of intergovernmental relationships. For example, Stefan 
Dupré, in his research study, argues for the establishment of an annual, 
regular First Ministers’ Conference. This recommendation is echoed in 
Frederick Fletcher and Donald Wallace’s paper. Hugh Thorburn goes 
even further in his research study and argues the case for a federal- 
provincial planning body, with membership of 20 federal and provincial 
ministers, and a permanent secretariat of experts. Many other such 
proposals have been made, suggesting that in the interests of harmony 
and coordination, federal-provincial meetings should be put on a rou- 
tine, regular footing, allowing for almost constant interaction. This 
would facilitate the building of trust relationships, would make the 
holding of conferences less a matter for political jockeying and one- 
upmanship, and would avoid the confrontation that is likely to occur in 
irregular meetings which, as Thorburn points out, are often conducted 
like “‘sudden death encounters” under great pressure. 
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The collaborative model can also be sympathetic to submitting some 
forms of government action to formal constraints in areas which have 
important implications for the division of powers. For example, it has 
frequently been suggested that the use of the federal spending power in 
areas of provincial jurisdiction should be subject to a provincial consent 
mechanism, perhaps along the lines of the amendment formula. Similar 
proposals have been made for other federal discretionary powers, such 
as the declaratory power. The reasoning here is twofold: such powers, 
especially in the federal sphere, have the capacity to allow the federal 
government to act in areas of provincial jurisdiction, thus making a de 
facto alteration in the division of powers and significantly affecting 
provincial priorities and programs; if there were consent requirements, 
there would have to be full consultation before programs were devel- 
oped. The competitive model would impose no such requirements for 
intergovernmental consent. The mechanisms for ensuring the legitimacy 
of federal action would be political and legal, namely through the federal 
government’s accountability to Parliament and ultimately to the electo- 
rate, and through its obligation to respect the jurisdiction conferred on it 
by the Constitution. The same would be true of provincial action in areas 
of federal concern. 

In the collaborative model, the locus for most intergovernmental 
interaction would be the institutions of intergovernmental relations 
themselves, though obviously these relationships would be affected by 
events outside this arena. By contrast, the competitive model would de- 
emphasize the importance of these mechanisms. For it, the federal- 
provincial competition would take place in much more public arenas: in 
Parliament and legislatures and before the court of public opinion. Thus, 
the competitive model welcomes an adversarial, open process and the 
clash of competing ideas. The collaborative model places a much higher 
value on consensus and on intergovernmental harmony. 

Underlying these models are broader differences regarding the 
character of federalism, and indeed of the political process itself. Collab- 
_orative federalism tends to see federalism as part of a seamless web of 
policy making; it sees the federal and provincial governments as part of a 
single system of policy making. The Government of Canada is made up 
of 11 governments acting sometimes in concert, sometimes indepen- 
dently. They are partners. Collaboration is essential, therefore, if policy 
is to meet the needs of Canadians. To some degree, as well, the collab- 
orative model emphasizes values associated with public administration: 
order, consistency, coherence, and so on. By contrast, the competitive 
model emphasizes federalism as a collection of 11 autonomous govern- 
ments, each exercising power with respect to the same population, but 
each being separately responsible to its own electorate for the conduct of 
its affairs. Conflict between governments is not only inevitable, given the 
different needs of their constituents and the personal interests of their 
leaders, but it is also desirable, since it is through the process of clashing 
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designs that all points of view are likely to be heard and governments are 
to be held accountable. In this clash, governments will push their 
‘jurisdictional potential” to its limits and will be accountable not to one 
another but to their electorates, with the Supreme Court as referee. 

In addition, in recent years, each model has also come to be associ- 
ated with different views on the relative roles of federal and provincial 
governments. In general, of course, governments are likely to seek the 
greatest autonomy for themselves, along with the greatest ability to 
influence the others. They call for consultation when it suits their 
interests, and they refuse it when it does not. Recently, it has been the 
federal government that has tended to assert the virtues of the competi- 
tive model, arguing that collaboration imposes too many constraints on 
federal action and that it projects provincial concerns into areas of 
federal responsibility, thus enhancing the status of the provincial govern- 
ments and undermining that of the federal government. (McRoberts 
enlarges on this, as does Robertson (1979)). Moreover, it has been argued 
that collaborative federalism, especially when carried into such areas, 
carries with it the implication that provincial governments are the sole 
legitimate spokesmen of their regional populations, and that it denies the 
legitimacy of federal members and officials acting in this way. Collab- 
orative federalism, therefore, is seen to be a cloak for the expansion of 
provincial power and to embrace a “confederal” model of policy mak- 
ing, in which the federal government becomes sharply constrained by 
the requirement of seeking provincial consent. The national interest, in 
this view, is the domain and responsibility of the national government; 
provinces are responsible for provincial interests, in areas of provincial 
jurisdiction. In contrast, the collaborative view tends to see the national 
interest as the sum of 11 governments acting together. The difference was 
nicely captured at one recent conference, when the prime minister 
asked, during a discussion, “Who will speak for Canada?”’, to which one 
Premier replied, ““We all do.” 

Interestingly enough, this association of each model with a view of 
federalism appears to have changed over time. The federal fear of 
confederalism occurred at a time when the provinces were seeking to 
expand their powers and Ottawa was simultaneously undertaking impor- 
tant new initiatives. Collaborative federalism was one vehicle through 
which the provinces could achieve this, limiting the ability of the federal 
government to intrude into their areas of jurisdiction, while at the same 
time projecting themselves into federal areas. By contrast, in the post- 
war period, the dominant thrust was that of a federal government seeking 
to act in areas under the control of the provinces. It was therefore the 
federal government that needed cooperation if its goals were to be 
achieved. 

The models of competitive and collaborative federalism also lead to 
somewhat different positions with respect to the criteria for assessment 
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developed earlier in this monograph. First, the competitive model faults 
the collaborative model on democratic grounds. Extensive collabora- 
tion is felt to weaken the accountability of each government to its own 
electorate. As governments progressively constrain one another’s free- 
dom of action, more programs are developed and delivered jointly, the 
division of responsibilities becomes more blurred, the process becomes 
more secretive, and, citizens become less able to hold governments 
responsible. Policy making thus becomes the domain of an elite cartel, 
with little citizen access. A more open competition, with independent 
policy making and delivery, makes governments more visible. 

Second, the models differ about the desirability of conflict and the best 
means of managing it. Collaborative theorists tend to emphasize the 
costs of conflict, especially as it has pervaded the federal system 
throughout the last two decades. They place a high value on containing 
conflict and on preventing it from escalating. The divisions in Canadian 
federalism in recent years are felt to have seriously undermined the 
legitimacy of the whole system. Competitive federalists place less 
weight on such divisions and consider the public expression of these 
divisions to be healthy. In their view, conflicting designs should be 
confronted and fought out in public, rather than being blurred. 

Third, the two models differ on the best route to policy effectiveness. 
Again, one values consistency and coordination; the other, the benefits 
of divergent policies. The competitive model emphasizes that competi- 
tion enhances the ability to ensure that all viewpoints are canvassed, 
since a consensual process may not result in the best policy. By contrast, 
the collaborative theory sees the development of shared values and goals 
as essential components of effective policy making. 

As we have suggested, the reality of intergovernmental relations has 
combined elements of both the competitive and the collaborative mod- 
els. Let us explore some of the factors that help explain the dynamics of 
the relationship. 


Factors Affecting the Intergovernmental Relationship 


The character of the intergovernmental relationship has changed consid- 
erably over time; it also varies across different policy areas. As we have 
seen, it is largely an ad hoc, flexible process, with little formal institu- 
tional status. What forces determine how it works? We can distinguish 
four interrelated sets of factors. First are larger trends in the society as a 
whole: the growth of government and its changing roles, and the pattern 
of divisions or cleavages. Second is the wider institutional structure 
within which intergovernmental relations are embedded. Central here 
are the pattern of responsible party government at each level and the 
changing character of the internal structure of government, largely in 
response to broad societal forces. Third are factors internal to the logic 
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and structure of the process itself and to the interests and motives of 
those officials and ministers who operate it. Finally, there are the specific 
issues under discussion and their relationship both to the underlying 
pattern of regional differences and to the division of powers. In general, 
the nature of the intergovernmental relationship at any given time is 
almost certainly much more a function of the forces that surround it than 
of the internal dynamics of the process. 

in the postwar period, from the 1940s to the early 1960s, the term 
“cooperative federalism” was most often used to characterize the fed- 
eral-provincial relationship. Its central characteristic was what Dupré 
calls ‘‘functional federalism,” the close cooperation among officials and 
ministers within line departments. The primary instrument for such 
cooperation was the shared-cost program, through which the federal 
government influenced and shaped provincial policies in light of national 
goals. The primary emphasis was on social policy (health care, pensions, 
welfare, and the like) though important initiatives occurred in economic 
development with such projects as the Trans-Canada Highway. The 
process was generally regarded as one dominated by the financial and 
bureaucratic expertise of the federal government. It was a vehicle for the 
expression of national concerns in areas previously thought to be provin- 
cial. Indeed, some thought the provinces were to become little more than 
administrative agents of the federal government. Nevertheless, this was 
also a period of relative federal-provincial harmony. The federal ini- 
tiatives often had strong support from many, if not all, provinces. 

What made this possible? At the broadest level, the experience of 
depression and war had promoted the “nationalization of sentiment,” 
strengthening national loyalties and the sense of common citizenship. 
During the war, the capacities and self-confidence of the federal govern- 
ment had massively increased, while provincial governments had been 
willing to accept a more subordinate role. Moreover, there had devel- 
oped a widespread consensus on the new roles of the state in managing 
the economy and in building the welfare state, a consensus Canada 
shared with most other industrial countries. The divisions that such a 
project engendered did not divide the country sharply along regional 
lines; rather, they transcended or cut across regions. Federalism was an 
administrative problem to overcome, but the issues of the day did not 
mobilize or tap regional conflict. This was reflected in turn in the pattern 
of political representation at the federal level. The governing party was 
able to maintain a nation-wide basis of political support, representing all 
regions in the caucus and cabinet. 

Moreover, the cooperative pattern of relationships was facilitated by 
the postwar style of governmental organization. As Dupré suggests, how 
governments are organized internally can have profound consequences 
for the way they interact with other governments. In his paper, he 
describes the postwar system as that of the ‘““departmentalized cabinet” 
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in which ministers and officials in individual departments had consider- 
able autonomy. This allowed them to develop close ties both to client 
interest groups and to their provincial counterparts. Federal and provin- 
cial officials often shared common values and goals, common educa- 
tional backgrounds and experience, common vocabularies, common 
constituencies, and common orientations to their problems. All these in 
turn facilitated the development of close working relationships, knit 
together in well-established trust networks. In many cases, federal and 
provincial officials within functional departments made common cause 
against their respective cabinets and treasury boards, lubricated through 
the device of “50-cent dollars.” 

The major exception to this pattern was Quebec; but as Dupré points 
out, itis the exception that proves the rule. Quebec officials often did not 
participate in the common network of linkages which tied together 
federal and provincial officials. Moreover, the Duplessis government of 
Quebec was deeply suspicious of the the postwar policy trends and of the 
model of federalism that it implied. Hence, the Quebec cabinet exer- 
cised much closer control over the activities of line departments in the 
intergovernmental arena, subordinating them to the overall “grand 
design.” 

By the 1960s, and extending into the 1970s, change had occurred in all 
these dimensions, significantly intensifying federal-provincial conflict. 
First, the postwar project of creating the welfare state had been substan- 
tially completed; no longer did it have the unifying power it once had. 
While social policy would remain prominent on the federal-provincial 
agenda, especially in the 1960s, economic development issues would 
achieve much greater prominence. These issues tapped regional divi- 
sions in a way that social policy, at least outside Quebec, did not, since 
they directly raised the question of the regional distribution of wealth 
and economic activity, about which governments could not be indif- 
ferent. Thus, provinces gradually began to assume more and more 
responsibility for economic development within their regions, and 

regional policy gained increased importance on the federal agenda. Both 

developments significantly broadened the scope of federal-provincial 
relationships. So did increasing public concern with issues such as 
consumer policy and the environment, where again jurisdiction was 
uncertain and divided. 

Change was also going on at the level of governments. Much of the 
postwar expansion in the role of government took place in the provincial 
domain. It was the provinces who were primarily responsible for 
expanding universities, hospitals, schools, and the like, and it was they 
who presided over the mushrooming of urban and suburban areas, with 
the resulting need for a broad range of services. Provincial government 
budgets and bureaucracies thus grew at a rapid rate, often with the 
financial assistance of the federal government. As provincial size and 
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self-confidence grew, there was less and less willingness to accept fed- 
eral “tutelage” or a subordinate role. Provinces now claimed to be equal 
partners with the federal government; no longer were they so willing to 
accept the “skewing” of their priorities that was associated with shared- 
cost programs. More and more they demanded full consultation. At the 
citizen level, the strong orientations to the federal government, which 
had been characteristic of the early postwar period, waned. 

As government activities grew piecemeal, changes were also occur- 
ring in internal organization. In a series of reforms, at both levels, 
beginning in the 1960s, governments sought to gain greater control over 
their own operations and to increase their capacity to achieve policy 
coordination, planning, and responsiveness to the will of elected 
officials. These efforts included new and stronger “central coordinating 
agencies,” the development of new analytical techniques for policy 
making, and changes in cabinet organization into what Dupré calls the 
“institutionalized cabinet,” in which ministers act less as individual 
heads of ministerial fiefdoms and more as members of a collectivity. 
Such changes, Dupré suggests, had profound implications for federal- 
provincial relations, undermining the cosy trust relationships built up 
among Officials in program departments and introducing into the process 
new concerns and new participants. If one effect of functional or depart- 
mental federalism had been to secure coordination across governments 
but within policy areas, the chief feature of the new efforts was to 
achieve, often with little success, coordination within governments but 
across policy areas. Budgetary centralization (and, later, budgetary 
restraint) eroded the commitment to shared-cost programs, as well as to 
the financial lubricant it provided. Rapid change in personnel and fre- 
quent administrative reorganization eroded the close links between line 
officials at the two levels. Most important, for Dupré, government policy 
came increasingly to be shaped in terms of “grand designs” which 
sought to integrate policy across many fields and departments. Fre- 
quently, such designs differed from government to government. They 
also engendered much debate within governments. Both phenomena 
placed strains on the comfortable federal-provincial relationship. 

In the 1960s, these competing grand designs increasingiy came to take 
the form of blueprints for the character of the federal system itself. The 
initiative here came from Quebec. Successive Quebec governments 
seeking to achieve the program of the Quiet Revolution, which included 
economic development and the expansion and modernization of social 
services, felt that they required both increased fiscal resources and 
increased policy autonomy. Quebec now embraced the active state, but 
the state in question was to be the provincial state. It argued that federal 
policies should be coordinated with provincial policies, rather than vice 
versa. The character of federal-provincial relations in the 1960s thus 
came to be dominated by the question of relations with Quebec, a 
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question that spilled over into many different policy areas and eventually 
came to shape the aspirations of other provinces, and also the federal 
response to them. 

The federal response to Quebec in the domain of federal-provincial 
relations was to accede to the Quebec claim to distinctive status, at least 
to a limited degree. Thus, there were agreements to permit Quebec to opt 
out of a number of important shared-cost programs in return for “‘fiscal 
compensation.” Separate, but coordinated contributory pension plans 
were established. Arrangements were made to permit Quebec to have a 
larger role in administering immigration and designing family and youth 
allowances. Typically, such arrangements were offered to all provinces, 
but Quebec was the only one to adopt them. 

After 1968, the federal government became increasingly concerned 
that such measures were inexorably leading down a “slippery slope” 
whose logical end point was independence. The federal government was 
concerned that members of Parliament from Quebec might find them- 
selves legislating for all of Canada, but not for their own province. 
Hence, federal policy shifted to emphasize the view that federalism must 
be symmetrical and that all provinces should be treated equally in most 
important respects. One result was to assert a greater federal role in 
Quebec and thus to emphasize the rival designs of the Quebec govern- 
ment and the federal government. Another result had the perhaps para- 
doxical effect of seeking to extend to other provinces what had pre- 
viously been extended to Quebec, for example, by moving toward “‘bloc 
grants” in shared areas such as health and medical care, and thus 
perhaps weakening the ability of the federal government to influence 
policy in areas of provincial jurisdiction. 

In the 1970s, other forces were at work to highlight additional dimen- 
sions of regional conflict. The energy crisis and the related debates over 
jurisdiction, pricing, revenue-sharing, and the like placed east-west 
conflict on the agenda, along with Quebec. Again, the concrete issues 
became generalized into the larger competing grand designs of provin- 
cialism versus centralism, which we discussed earlier, and spilled over 
into many other issues. 

Partly in response to the increasing regional divisions, and greatly 
contributing to their exacerbation, was the parallel “regionalization” of 
the federal government and the federal party system. The implications 
for federal-provincial relations were profound. The capacity of the 
national government to represent and accommodate the interests of all 
regions was seriously impaired. No longer could the cabinet and caucus 
of the governing party effectively serve as the arena within which com- 
peting regional interests were to be integrated. No longer could federal 
politicians claim with such conviction that they were effective 
spokesmen for the interests of all parts of the country. Provincial leaders 
could claim not only to act in areas of provincial jurisdiction but also to 
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be the most legitimate spokesmen for provincial concerns across a range 
of federal responsibilities. Citizens and interest groups, feeling “frozen 
out” at the centre, could turn increasingly to the provincial governments 
to promote their interests. 

Again, each side would formulate a conception of federalism that 
justified its role. Moreover, the “institutional failure” at the centre would 
mean that intergovernmental relations would come to bear a massive 
burden, for which they were ill-suited. Intergovernmental relations 
would no longer be the arena for policy coordination, within a broad 
consensus; they would instead be the arena within which the fundamen- 
tal divisions in the country would be articulated. 

Federal-provincial relations became increasingly focussed on rela- 
tions at the summit — in the set-piece First Ministers’ Conference. 
More and more individual issues were channelled upward to the top. 
Here, the concerns for status, power, and turf were much more promi- 
nent. The participants were senior ministers, central agency represen- 
tatives and, increasingly, specialists in intergovernmental relations, 
rather than line officials concerned with substantive policy concerns. 
The stakes were now much higher: the emphasis, as Dupré points out, 
was on trying to impose rival visions, rather than on the more modest 
management of interdependence. 

The most visible model of federal-provincial relations became the 
“constitutional model.” If functional relationships maximize the pos- 
sibility of achieving harmony and coordination, the Constitution, Dupre 
points out, is the reverse. The issues are abstract and symbolic, lending 
themselves to articulation in uncompromising terms. The focus is on 
jurisdiction and power. The participants are drawn heavily from inter- 
governmental affairs agencies and from departments of justice, oriented 
heavily to an adversarial process. There are few well-organized societal 
interest groups active in the area who can discipline the governmental 
participants. The stakes are high: once agreed on, a constitutional 
change will probably be almost impossible to change, unlike debates on 
fiscal relationships, in which the dollars can be split and in which all the 
participants know that there will be another “kick at the can” later. In 
such circumstances, the incentives to compromise are slight; the poten- 
tial costs of defeat are high. Each participant is likely to prefer the status 
quo to acceptance of the grand design of the other. The experience of the 
constitutional negotiations of 1968-71 and of those held between 1978 
and 1982 supports Dupré’s analysis. In the end, it was only the extraordi- 
nary political will exercised by the federal government, combined with a 
Supreme Court decision which forced the parties back to the negotiating 
table and a public opinion which demanded a settlement, that led to a 
conclusion. 

Thus, federal-provincial relations came to be viewed through the 
perspective of the ‘thigh politics” of the Constitution, energy, and 
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related matters. This focus can be exaggerated. As Fletcher and Wal- 
lace’s study points out, even at the height of the constitutional and 
energy dramas, functional relations continued in a myriad of fields. Yet 
even here there was a tendency to draw more and more issues into the 
same net. Thus, for example, the attempt of the federal government to 
check provincial power and reverse the perceived drift to provincialism 
following the Quebec referendum and the 1980 election involved not only 
the attempt to reform the Constitution without provincial consent, and 
the National Energy Program, but it also included measures to increase 
federal visibility and program control in a large number of other areas. 
Cooperative federalism, the federal government believed, had become 
little more than a device for eroding federal power. No longer would 
Ottawa accept the provincial assumption that the provinces should 
influence matters under federal jurisdiction or that they should be the 
conduits for channelling federal funds to individual Canadian citizens. 
Wherever possible, the federal government would now act unilaterally. 
Where this was not possible, Ottawa would eschew the public multi- 
lateral forum of the formal federal-provincial conference, which allowed 
provinces to act together to challenge federal positions, and instead 
would emphasize bilateral arrangements with individual provinces. Uni- 
lateralism also increased at the provincial level. In their paper, Huffman, 
Langford and Neilson describe a number of cases in which provinces 
engaged in state enterprise at least partly in order to strengthen their 
powers in areas of provincial jurisdiction, and in order to avoid the 
federal regulatory net. In addition, provinces were active in such areas 
as representation abroad and international trade negotiations. 

A number of other changes in federal-provincial relations in the recent 
period underline these trends. There was a considerable increase in the 
number and importance of interprovincial contacts and associated 
machinery. Perhaps more important, such mechanisms were 
increasingly oriented to the discussion of federal-provincial issues and to 
the organizing of coordinated provincial responses to federal initiatives. 
Most governments created specialized central agencies or departments 
to conduct and oversee their intergovernmental relationships; these 
bodies became extremely powerful in provinces such as Quebec, 
Alberta, and Newfoundland, which were in a strongly adversarial rela- 
tionship with Ottawa. In the postwar period there had appeared to be a 
tacit agreement that federal-provincial issues should be worked out 
among governments and should not be submitted to the courts. As 
conflict intensified, and as it revolved less around spending and more 
around competing assertions to jurisdiction and the use of ownership 
and regulatory instruments, there was a significant increase in the 
number of constitutional issues finding their way into the courts. In an 
increasing number of these cases, the federal government was found 
lining up on one side and several provinces on the other. Federal- 
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provincial relations also came to be conducted in a more open public 
arena. While many conferences remained closed, media and interest- 
group scrutiny intensified. Governments often sought to mobilize inter- 
est groups on their behalf and increasingly sought to use parliamentary 
forums to articulate their views on intergovernmental issues. More 
generally, many observers saw in the more conflictual adversarial rela- 
tionships an erosion of the norms of “constitutional morality,” a loss of 
agreement on what the appropriate rules of conduct were for the federal- 
provincial game. There no longer appeared to be a consensus either on 
the “public philosophy” of federalism or on the larger common purposes 
which the intergovernmental relationship was to serve. 

Thus, by the end of the 1970s, there appeared to be a paradox. There 
was increasing agreement on the need for intergovernmental coordina- 
tion, a consequence of ever-growing interdependence and of a shifting 
public agenda. At the same time, there was declining faith in the capacity 
or willingness of the participants to manage this interdependence effec- 
tively. Intergovernmental relations were more institutionalized than ever 
before, yet they were considered less effective than before. It is tempting 
to suggest that the problem lay with the machinery through which the 
process was conducted, and therefore to seek solutions in improved 
mechanisms. To some degree this would no doubt be valid. There were 
indeed problems with the machinery. Only in a few fields was it well 
enough established to ensure the kind of routine consultation that would 
facilitate the formation of common interests and mutual understanding. 
Frequently, the very calling of a meeting was itself the subject of federal- 
provincial politics. In many cases, there were few incentives to agree, 
and there was little reason not to use the public platform simply to assert 
a government’s interests. There were no agreed rules on the forming of 
decisions, other than unanimity, which rewarded the most reluctant 
bargainer. 

Despite these problems, the larger causes of federal-provincial dishar- 
mony lay elsewhere; the machinery was a reflection more than a cause. 
Fundamentally, the causes lay in a set of political issues which divided 
the country regionally and in the interaction of these issues with a 
complex, uncertain division of powers, with the bureaucratic rivalries of 
the competing governments and their different political bases of support, 
and with the institutional failures at the national level, which fatally 
eroded the federal ability to represent and reconcile regional interests. 
But if these are the driving forces shaping the intergovernmental rela- 
tionship at any given time, they are also subject to change. In the next 
chapter we shall explore the possibility that changes in the environment 
of federal-provincial relations may once again be altering their 
character. 
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Assessment and Some Directions for Reform 


Chapter 11 


This chapter draws on a number of Commission studies, especially those 
of Frederick J. Fletcher and Donald C. Wallace, Garth Stevenson, and 
Hugh G. Thorburn (see Appendix A). 

So far we have concentrated mainly on the evolution and practice of 
the major institutions of Canadian federalism. We have looked at the 
forces that have shaped their role in the Canadian system. In short, we 
have treated these institutions as the dependent variable, for our task has 
been to explain the ways they have developed. We now turn the causal 
arrow around. We ask what the impact of federalism has been and how it 
has shaped other aspects of Canadian political, economic, and social 
life. We also try to make some judgments about how well these institu- 
tions have served the fundamental values and goals of Canadian society. 
We return to the principles discussed in Part I, rooting our assessment in 
three sets of questions: 


¢ Functional: How has federalism assisted or frustrated the policy 
developments sought by Canadians? 

* Democratic: Has federalism served or frustrated essential democratic 
values? 

¢ Community: Has federalism provided the means through which Cana- 
dians can balance and integrate the interests and values of their 
multiple communities? 


As we noted in the Introduction to this volume, many Canadians have 
recently given negative answers on all three dimensions. Federalism, it 
has been argued, has led to delay, incoherence, and fragmentation in 
public policy; it has undermined certain democratic values, especially 
those associated with the practice of responsible government; and it has 
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exacerbated regional and community conflict rather than providing the 
means for accommodating it. Taken together, such assessments are 
indeed a strong indictment of federalism, one that has been reflected in 
the high levels of intergovernmental and interregional conflict in the past 
two decades. Our task in what follows is to judge how accurate this view 
is. In light of the assessments of federalism, we shall then sketch out 
some of the major proposals for reform of federal institutions that have 
been debated in recent years. Our objective will not be to write our own 
personal blueprint for reform of the federal system. Rather, it will be to 
expose the major lines of possible development in light of the forces 
affecting the system and the principles that have guided our analysis. We 
shall begin with the functional perspective. 


Assessment: The Functional Approach 


To assess the impact of federalism on policy effectiveness is an extraor- 
dinarily difficult task for a number of reasons. First, there is the chal- 
lenge of disentangling the effects of the underlying regional and linguistic 
divisions from those of federal institutions. Associated with this diffi- 
culty is the need to separate the outcomes of the specific processes of 
intergovernmental interaction from the impacts of federalism generally. 
One might argue, for example, that the underlying divisions would make 
it very hard to develop a coherent industrial strategy or to resolve 
conflicts over energy or language, whatever institutional structure we 
had. It could be no easier, and perhaps could be even more difficult, if we 
were a unitary state. Thus, it may be not federalism but regionalism that 
is the culprit, though of course the two reinforce each other in complex 
ways. It is hard to predict the dynamics that might follow were we to 
order our federal-provincial relationships differently. In either case, we 
have to engage in a counterfactual exercise, seeking to imagine what 
might be in other circumstances. 

Second, it is difficult to disentangle what is a consequence of our 
federalism from what is a consequence of our character as an advanced 
industrial society with a complex administrative state. Many of the 
strictures levelled against federalism have been applied equally in other 
settings. Indecisiveness, immobilism, and incoherence are common 
complaints about public policy everywhere, even in unitary states. 
Similarly, the assertion that legislatures have lost power to executives or 
that bureaucratic policy making is isolated and unresponsive are com- 
mon to all modern countries. We must therefore avoid what might be 
called the “vested interest in the independent variable,” or, perhaps 
better, “the fallacy of the obvious.” Federalism is the most distinctive 
and visible characteristic of our political system. There is therefore a 
tendency to “blame” it for most of our other problems, when in fact they 
may have more general causes. As Keith Banting has pointed out, 
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“Drama and policy impact are decidedly different phenomena” (Bant- 
ing, 1982, p. 18). It may well be that federalism, like other institutional 
characteristics, has more effect on the process and on the terms and 
categories within which debate is carried out than on actual policy 
outcomes. In addition, Banting notes, despite the common criticism of 
excessive secrecy in intergovernmental relations, policy debates in this 
setting are often more visible than the equally bitter internecine battles 
that often rage within governments. 

Third, assessment of impact must depend on what one thinks the 
alternatives are. For example, if the postulated alternative were a unitary 
state, we would likely conclude that federalism slowed down adoption of 
the welfare state in Canada. On the other hand, if our model were a 
highly decentralized system, then we would conclude that the develop- 
ment of the machinery of intergovernmental arrangements facilitated the 
development of the welfare state, making possible what might otherwise 
have been blocked. 

Fourth, assessment depends greatly on the normative perspective one 
brings to bear. If one believes strongly in the dominance of the overall 
national community, as represented by parliamentary majorities, then 
one might criticize the sensitivity of the process to the interests of 
regional minorities and to their provincial governments. If, on the other 
hand, one viewed the world through a more provincialist lens, one might 
equally criticize the process for having assisted a process of centraliza- 
tion. Both Pierre Trudeau and René Lévesque have at times argued that 
federalism was a strait jacket — but from very different points of view, 
just as the Rowell-Sirois Commission and the Tremblay Commission 
assessed federalism from very different perspectives. 

From another standpoint, advocates of a larger role for government 
might assess the system very differently from those who argue for less 
intervention. For example, it has been commonly argued from the left 
that federalism inhibited our development of the welfare state, blocked 
our ability to plan a comprehensive national industrial strategy, and gave 
too many advantages to mobile business interests able to play one 
government off against others. The same characteristics, however, might 
make a more conservative critic cheer. Thus, even if one could deter- 
mine what impact federalism had on such matters as the rate of adoption 
of government policies, it would still not be clear whether federalism 
made a positive or negative contribution. Only if we knew what the 
optimal rate and mix of policy innovation was, something we surely can 
never really ascertain, could we begin to gauge whether federalism 
caused us to depart from it. 

There is not even agreement on whether federalism speeds up or slows 
down policy implementation. To continue the previous example, many 
analyses have suggested that because of the multiple veto points and the 
resulting complexity of decision making, federalism has generally been 
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associated with a relatively slow rate of policy innovation, and thus with 
a slower rate of growth in the size of government. On the other hand, it 
has been argued that federalism has speeded the rate of growth of 
government, in part because of the simple fact of the existence of I1 sets 
of complex bureaucracies, each with an inherent tendency to expand, 
and in part because of the competitive expansionism of rival govern- 
ments. Nevertheless, a great many observations have been made about 
the impact of the process. Let us turn to some of them. 

The first observation to make is that the public sector in Canada differs 
little in structure from its counterparts in other countries, federal society 
notwithstanding. By most measures of government activity, such as 
overall size of government, number of public employees, or fiscal com- 
mitment to the welfare state, Canada ranks near the middle among other 
advanced industrial states. There is no distinctive state role that dis- 
tinguishes Canada sharply from other countries. Fletcher and Wallace 
conclude from this that there is little to support a view that the “com- 
plexities of federalism” have significantly frustrated the popular will, 
though this was a common criticism of those who saw how ineffective 
the institutions of federalism were in their attempts to mitigate the 
impact of the Great Depression. | 

During and after World War II, Canadians were in fact fairly successful 
in adapting the federal system to the new roles for the state which were 
everywhere being adopted. They did so in the face of a constitution 
which was very difficult to change. The device, as we have noted, was a 
limited set of constitutional changes, combined with imaginative new 
fiscal devices: tax-rental arrangements and, later, tax-collection arrange- 
ments and shared-cost programs; and, later still, Established Programs 
Financing and equalization. Through such devices and through the 
networks of cooperation that developed, we were able to put in place an 
advanced welfare state, and to do so in ways that were faithful to the 
fundamental emphasis of federalism on provincial communities. Fed- 
eralism was able to respond both to emergent national needs and to the 
persistence of provincial loyalties. 

Similarly, we were able to put in place the central underpinnings of 
Keynesian economic management, through a high degree of federal- 
provincial cooperation. Arguably, we have been less successful in 
achieving cooperation as concern has shifted to the regional dimensions 
of policy and to a greater focus on structural problems, using more 
interventionist instruments such as public enterprise. Even here, it can 
be argued that given the regional distribution of interests, the trade-offs 
we have made have at least been reasonable ones; and that even on a 
bitterly divisive issue such as energy, the mix of federal-provincial 
authority eventually resulted in outcomes that were a faithful reflection 
of the underlying divisions of opinion. 

In his analysis of the division of powers, Stevenson agrees with these 
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observations. The emergence of overlapping, interdependence, and the 
resulting complex linkages between federal and provincial governments 
have, he argues, probably led to a deterioration of the “overall efficiency 
of the public sector.” As Fletcher and Wallace point out, ““The case 
studies abound with allegations of rigidities, delays, duplication, high 
decision costs, and other forms of waste associated with divided or 
shared jurisdiction.” Yet Stevenson finally concludes that ‘“‘the division 
of powers in the Constitution Act, 1867 has on balance not served Canada 
too badly, particularly when one takes into account the tremendous 
changes in technology, economic development and the role of the state 
that have occurred since it was drafted.” 

Thus, the policy impact of federalism and intergovernmental relations 
should be seen as largely indirect. Federalism has influenced the terms 
and character of political debate; it has influenced the timing and pace of 
innovation and has significantly influenced the kinds of policy instru- 
ment that governments have brought to bear. In these senses, federalism 
does indeed make a difference. Yet the overall pattern of policy in 
Canada has developed in ways remarkably similar to those of other 
advanced countries, both those that are more centralized federal states 
and those that are unitary states. 

Let us look at some of the apparent effects of federalism on effective 
policy in more detail. First, federalism, in areas of shared jurisdiction 
does indeed introduce some element of rigidity. Partly for this reason, 
the introduction of welfare state policies was somewhat slower than it 
might have been, although as noted above it is not necessarily the case 
that “faster” would have meant “‘better.”” Lack of authority, or fear of 
intergovernmental conflict and complications, may have led to more 
caution in launching major new initiatives than might otherwise have 
been the case. By the same token, it is often argued that where programs 
are in place, the existence of intergovernmental arrangements may make 
them hard to change, at least without generating high levels of conflict. 
For example, a major intergovernmental review of the entire social 
security system in the early 1970s failed to bear fruit, though other 
reasons, such as economic difficulties after 1973, played an equally if not 
more important role in their lack of success. The rules governing pension 
legislation require widespread intergovernmental agreement, and there 
seems little doubt that this pattern of “mutual vetoes” has frustrated 
pension reform attempts in recent years. 

Fletcher and Wallace argue that in such areas the pace of innovation 
has been slower than it would be with alternative arrangements. They 
argue that while it is indeed a theoretical virtue of federalism that it 
encourages innovation at the provincial level, the realities of variations 
in provincial fiscal capacities and of intergovernmental competition for 
investment have in fact limited the rate of innovation, at least in expen- 
sive redistributive programs. Banting agrees that in general the policy 
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impact of federalism is conservative, because of the high level of con- 
sensus needed to bring about change and because of the vulnerability of 
provincial governments to larger economic forces and to the pressures of 
capital (Banting, 1982, p. 174). Again, though, much depends on the 
observer’s point of view. For example, provincial governments have 
recently been highly innovative in finding ways to practise financial 
restraint. What is innovative from one viewpoint is, however, regressive 
from another. Fletcher and Wallace find that innovation at the provincial 
level is most evident in lower-cost programs. This simply stresses a point 
made above. It is often impossible to disentangle disagreement over 
policy content from the fact that two or more levels are involved. 
Attempts to pare medicare expenses with extra billing are perhaps the 
best recent example of this point. 

The second point to note is that many authors argue that federalism is 
the enemy of consistency and coherence in public policy, and in par- 
ticular is the enemy of any form of comprehensive planning, a result not 
only of the conflicting interests represented by federal and provincial 
governments (and different ministries within each of them) but also of 
the fact that the policy instruments that need to be coordinated are 
spread across the two levels. The more broad scale the planning 
envisaged (as, for example, in calls for a comprehensive “national 
industrial strategy”), the more constraining federalism is likely to be. 
For example, Michael Jenkin (1983) argues that “Canada needs consis- 
tent and coherent industrial policies to adapt successfully to a radically 
changed international economic system; but, with eleven separate gov- 
ernments, the potential for inconsistent actions is great. . . . The inter- 
governmental process offers limited opportunities for the development 
and implementation of industrial policy.” In his research study for the 
Commission, Hugh Thorburn argues in the same vein. The Canadian 
pattern, he argues, is one of 11 systems of incrementalism. The need is 
for governments to collaborate on an “integrated national economic 
policy.” 

There are several problems with these analyses. As we have sug- 
gested, many factors other than the institutions of federalism stand in the 
way of such broad policy coherence (see Atkinson, 1984). Further, many 
observers would, in any case, question the desirability and feasibility of 
such a policy. It is by no means unanimously agreed that an “integrated 
national economic policy” is in Canada’s best interests. Thus, to argue 
for coordination in such a way might be seen to undermine one of the 
very virtues of federalism, namely the opportunity for different policies 
to meet specific regional needs and the opportunity for experiment. To 
some, to be able to demonstrate that federalism blocked a national 
industrial strategy would be a mark in its favour. 

The third general point is that there seems little doubt that federalism 
has a considerable impact on what we might call the “terms of the 
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debate”’: the language and concepts within which policy is viewed and 
discussed. This reinforces our tendency to view issues in regional terms. 
We discuss “who gets what” in terms of regions and language groups 
perhaps more often than we do in terms of other categories, such as rich 
or poor. Economic policy debates are frequently carried out in terms of 
regions rather than sectors, more in terms of where economic activity 
will be located than in terms of what economic activity will take place. 
Similarly, a high proportion of our policy debate is caught up in questions 
of jurisdiction and fiscal federalism — which order of government is 
responsible, which will pay — rather than in terms of the substance of 
concrete issues. This is perhaps especially true in social policy, where 
fundamental questions of social policy are dealt with primarily as issues 
of fiscal federalism. The views and perspectives of social policy minis- 
tries, and their clients, are therefore given less weight in the policy 
process. | 

Fourth is the closely related issue of whether federalism tends to give 
special weight or advantage to some kinds of groups and whether it 
weakens or disadvantages others. There are a great many speculations 
along this line, though they remain very difficult to demonstrate. Thus, 
Fletcher and Wallace cite numerous suggestions that federalism tends to 
reinforce privilege and the power of business interests within the politi- 
cal system. This is a long-standing theme of the left in Canada. On the 
one hand, it is argued that the interests of labour and of those who are in 
general less well off are weakened because federalism, with its stress on 
regional interests, renders the organization of political parties and 
groups with class-based interests more difficult, thus reducing their 
capacity to exercise political influence. The federal institutional struc- 
ture is reproduced in the structure of interest groups. They, too, may 
have difficulty developing common positions, and as Thorburn outlines 
in chapter 4 of his monograph (see Appendix A), the complexities of 
federalism with its 11 governments force them to spread their resources 
thinly, a special disadvantage for smaller and poorer groups. In addition, 
it is argued that the redistributive policies that such groups pursue are 
much more easily achieved at the federal level than they are at the 
provincial. 

On the other hand it is argued that business, and the wealthy generally, 
are advantaged, partly because they have more political resources with 
which to overcome the costs associated with monitoring policy and 
signalling their interests in a complex political system, and partly 
because, since they are more mobile, they can more easily play one level 
of government off against others. Nevertheless, other case studies find 
many examples in which it is suggested that specific business interests 
have been disadvantaged by federal-provincial competition for reve- 
nues, because of contradictory federal and provincial regulatory 
schemes and the like. Here again the assumption is that the “private” 
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interests of powerful governments transcend their loyalty to specific 
economic interests. 

A variant of this view is that historically in Canada different kinds of 
interests, by virtue of the division of powers or because of their spatial 
concentration, have found their interests linked to one or other level of 
government. Thus, the coalition behind a strong federal government, 
ever since the National Policy, could be said to include nationally based 
financial institutions, transportation companies, and manufacturing 
companies dependent on the tariff and on a free domestic market. More 
recently, the “provincialist” coalition has been said to include small 
business, which is more directly dependent on provincial assistance and 
the provincial market, and the resource industry, which is dependent on 
provincially owned and regulated resources. Interpretations such as 
these help explain the patterns of interests found in the battles over 
energy, in which Alberta is often allied to the oil and gas industry, while 
Ontario and, to a somewhat lesser extent, the federal government speak 
for consumer interests. Another recent example of this sort was the 
debate over the proposed (but never enacted) federal bill S-31, which 
sought to limit ownership of shares in transportation companies by 
provincial government agencies. Here the federal and Quebec govern- 
ments tended to speak for different segments of Quebec-based business 
interests. 

To the extent that such alliances are formed, a shift in relative power 
between one level of government and another is also a shift in the relative 
influence of their various private-sector allies. Indeed, in this case it is 
difficult to sort out whether changes in the relative status of governments 
is a result of changes in the relative strength of those interests ranged 
behind them, or whether the causal arrow runs the other way. A survey 
of the literature in this field is found in chapter 2 of Thorburn’s mono- 
graph. 

A final link between federalism and the relative influence of different 
kinds of interests suggests that interests which are territorially concen- 
trated (and which therefore loom large in the constituency of a single 
province) are likely to be advantaged by federalism, since they will find 
themselves with aggressive tribunes in intergovernmental discussion. 
Interests whose members are scattered more nationally will be disad- 
vantaged, especially if jurisdiction over the matters that concern them 
most is in the provincial domain. 

The fifth policy consequence of federalism forms the central theme of 
Thorburn’s study of interest groups and federalism, and in a sense 
summarizes much of the foregoing analysis. The logic of federalism, and 
especially of intergovernmental relations, is that the primary interests to 
be reconciled are territorial ones, and that the primary political mecha- 
nism for achieving such a reconciliation is in relations between govern- 
ments. There is, however, another possible way of organizing interests 
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and policy making, namely that in which the interests to be accommo- 
dated are defined functionally (as in capital, labour and agriculture) and 
in which the process to be built is one of close consultation between 
government and the organizations representing these interests. In a 
sense these form two alternative models, or axes, which cut across each 
other. A policy-making process predicated on the federalist model may 
make it more complex and difficult to develop effective public-private 
consultation mechanisms; one predicated on the functional axis may 
well interfere with a federal-provincial process. Each axis implies a 
different set of participants, oriented to different definitions of the policy 
issues and to different policy alternatives. To privilege one model, 
therefore, is to undermine the other. As Thorburn observes, “‘Strength- 
ening of one dynamic could well upset the balance and frustrate the 
other.”’ 

The potential tension between these two dynamics has increased as 
the range of intervention by both levels of government has increased, 
and as the number and variety of interest groups have proliferated. More 
and more, as we have suggested, events in the intergovernmental arena 
intersect with private interests; and relations between individual govern- 
ments and the private sector can well affect the intergovernmental 
dynamic. Thus, in recent years, there has been much discussion of the 
need for “tripartite” mechanisms of consultation. As Thorburn sug- 
gests, “This renewed emphasis on government-citizen relationships 
challenged the monopoly and legitimacy of the federal-provincial pro- 
cess as the only means of structuring issues.” One reason why such 
relationships are less developed in Canada than in Europe may well be 
the character of the Canadian federal system; and to the extent that the 
dominance of one model complicates, or excludes, the other, the range 
of interests considered in policy making may be unduly narrowed. 
Indeed, Thorburn argues that “the separation of the federal-provincial 
process from the government-group interaction is surely most unfortu- 
nate because important components of any sound policy decision must 
take into account both perspectives, and the point of view of all three 
orders of players.” 

As this summary makes clear, there are no easy generalizations to 
make concerning the impact of federalism on public policy; there is no 
clear answer to the question “Does federalism matter?” It is virtually 
impossible to separate the impact of institutions from other factors. 
Generalizations will also be heavily dependent on the perspectives 
brought to bear by different authors. It is difficult to avoid the temptation 
to fall into the trap of the “fallacy of the obvious,” and to attribute too 
much weight to the influence of institutional factors. At the broadest 
level, it appears that federalism has not prevented the assumption of new 
roles by the state, and that where there is a clear policy thrust, institu- 
tions and those who operate them have been able to adapt. Adaptation 
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has, however, varied over time and from policy area to policy area. It isin 
this latter sense more than in any other that federalism can be said to 
“matter.” Divided jurisdiction has not caused us to be denied policies or 
programs that were genuinely desired, nor has it caused us to have 
policies thrust upon us unwillingly. However, the timing of the policies 
and their specific details probably do reflect the influence of federalism. 

The belief that federalism does matter has generated calls for improve- 
ment in the intergovernmental machinery for managing the interdepen- 
dence. What follows are some of the possible directions for reform. Let 
us look first at the division of powers. One perspective might suggest the 
desirability of a thoroughgoing reassessment and reassignment of the 
responsibilities of government into a revamped version of s. 91and s. 92 
of the Constitution. Stevenson suggests that the need is for “‘a division of 
powers which will be as precise and meaningful in modern circum- 
stances as the existing one was intended to be in the circumstances of the 
19th century.”’ The objective would be disentanglement and clarification 
in order to achieve both greater accountability for citizens and a reduc- 
tion in the costs of overlapping, duplication and contradiction between 
federal and provincial policies. Ideally, such a reassignment would 
greatly reduce the necessity for extensive intergovernmental rela- 
tionships. 

Such an enterprise has never been conducted since 1867. Certainly, in 
recent years, there has been much talk among governments about the 
desirability of disentangling their activities in particular areas; and in the 
constitutional review processes of 1968—71 and 1978-81, there was exten- 
sive discussion of a long list of issues related to the division of powers. 
But even this synoptic review barely scratched the surface. There are 
many reasons why agreement on a large-scale alteration of the division 
of powers is unlikely to occur in the future as well. 

First, there are the immediate political objections. We have already 
seen how painful, conflictual, and drawn out the negotiations were for 
even a limited constitutional package. A full-scale review would be even 
more difficult. As Dupré points out in his paper, the “constitutional 
model” of intergovernmental relations is perhaps the least productive, 
since considerations of power and status are so prominent, and since 
there is an all-or-nothing quality to them which makes agreement espe- 
cially difficult. 

Second, we have noted how much contemporary policy concerns 
form a seamless web, which is extraordinarily difficult to slice into neat 
categories. Moreover, depending on the particular point of view of the 
observer, there may be many possible alternative means of categorizing 
policy. Even if the contemporary activities of government could be 
squeezed into a new set of constitutional headings, the chances are that 
it would soon be obsolete, as new issues arose and old ones became 
redefined. 
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Third, we have noted that there is no consensus on a simple, all- 
embracing principle which could be used to decide where powers should 
appropriately reside. A centralist perspective on Confederation would 
yield a different distribution from that of a provincialist perspective. An 
interventionist would design a division differently from someone who 
argued for limited government. A concern for efficiency would provide 
different answers from a concern with participation, and so on. Without 
such an overarching consensus to provide a coherent logic, it is likely 
that the result of any redefinition of powers would be as complex as the 
present distribution. 

Fourth, as the public-choice perspective notes, there are important 
virtues in the very illogic and complexity of the existing distribution. It is 
highly permissive: any government can usually find a constitutional peg 
on which to hang its policies. This ensures that both local and national 
dimensions of issues can be pursued; it offers multiple opportunities for 
groups; and it permits the benefits (as well as the costs) of intergovern- 
mental competition. In addition, while the present distribution may lack 
clarity, so too would a new division. Just as we are now experiencing 
with the Charter of Rights and Freedoms, there would be along period of 
uncertainty while the courts and the political process sorted out the 
operational meaning of new concepts and definitions. 

Thus, it is highly unlikely that there will soon be a systematic attempt 
to improve policy effectiveness through a redefinition of powers. Nev- 
ertheless, we can expect that, as has happened throughout our past, 
there will be a continual reshaping of the division of powers — through 
judicial clarification, through occasional amendments, and through the 
actions of governments as they test the potential and limits of the powers 
they now possess. | 

For these reasons, suggestions for improvement in the policy-making 
processes of federalism more commonly focus on the mechanisms and 
processes of intergovernmental relations. There is an interesting para- 
dox here. A great deal of the literature agrees with Dupré’s assertion that 
the machinery is in disarray; yet most of it calls for increased institu- 
tionalization and for a broader role for federal-provincial conferences in 
the future. To the paradox is added a dilemma: if governments agree 
among themselves on the basic purposes of public policy and the appro- 
priate division of labour, the coordination will probably arise with little 
difficulty. On the other hand, if there is profound disagreement on such 
questions, then extended institutional reforms are unlikely to make 
much difference. Rather than achieving coordination, they will become 
arenas for deadlock and confrontation. Clearly, there are no institutional 
panaceas. As John Whyte (1985) has recently observed: 


There are no mechanisms for accommodation which are self-evidently 
superior, or, even, effective. Policy co-ordination and harmonization are as 
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much, or more, a function of political pressures, market pressures or per- 
sonalities as they are of structural arrangements; it seems likely that what 1s 
truly influential in obtaining a resolution of serious conflicts over policy is 
the simple need for agreement or the personal dedication of political leaders 
to intergovernmental cooperation. 


In addition, as we suggested when discussing the dynamics of inter- 
governmental relations, the design of machinery will depend heavily on 
one’s assumptions about the relative merits of competitive versus collab- 
orative federalism, and about the desirable degree of federal versus 
provincial predominance in the process. We also suggested that while 
attention tends to focus on the multilateral ministerial conference, espe- 
cially the First Ministers’ Conference (FMC), in reality federal-provincial 
relations also consist of a multitude of bilateral relationships and a host 
of informal political and administrative linkages. No formal establish- 
ment of a series of FMCs could ever substitute for the flexibility that such 
varied relationships allow. As Fletcher and Wallace point out, agreement 
is usually easy to achieve when the issues are specific and when the 
ministers and officials involved share common professional or constitu- 
ency interests. 

In light of these considerations, let us look at some recent proposals to 
make intergovernmental cooperation and coordination more effective. 
Perhaps the most common is the suggestion that we should institu- 
tionalize the First Ministers’ Conference, giving it formal recognition 
within the Canadian constitutional system. Such proposals usually call 
for establishment of regular FMCs, at set times, usually once a year, but 
sometimes more often. The FMC is seen to be the summit of the federal- 
provincial process, with other elements of the intergovernmental 
machinery receiving their mandates from it and reporting to it. Some 
versions of such a proposal see the FMC primarily as a forum for 
deliberation, discussion, and consultation, making no formal decisions 
itself. Others would give it some formal decision-making roles. Thus, 
more “provincialist” versions suggest that a council of first ministers 
might be the vehicle through which provincial assent to use of the federal 
spending or declaratory powers might be ascertained, or through which 
there could be a provincial role in Supreme Court appointments and in 
appointments to major federal regulatory agencies that have a regional 
impact. 

Such proposals are justified on a number of grounds. In the Canadian 
parliamentary system, first ministers are the primary political actors, 
with considerable ability to commit their own governments. Broad 
agreement on common purposes among first ministers is therefore 
essential to effective cooperation at other levels, and provides a neces- 
sary signal to the private sector. Regular FMCs also underline, both 
symbolically and practically, the concept of the federation as a part- 
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nership, one in which coordination is necessary in many fields if the 
needs of Canadians are to be met. 

Moreover, Dupré and others argue that to formalize FMCs and make 
them more regular would likely alter the internal dynamic of federal- 
provincial relations. The assumption is that in making the conferences a 
more routine element in the policy-making process, relationships would 
become less confrontational, less burdened by political gamesmanship, 
and less encumbered by unrealistic expectations, both on the part of 
citizens and on the part of the participating governments. More regular 
meetings would mean more likelihood of a full exchange of information 
and more chance that common perspectives would develop. In short, in 
such proposals the FMC would become at once more important and 
more “ordinary,” a forum for continuing deliberation and consultation, 
rather than for sporadic skirmishing. Federal-provincial relations, in this 
view, would become better integrated into the “daily routine of govern- 
ment.” As Thorburn observes, first ministers would be under less pres- 
sure to act as a “kind of gladiator fighting for his community”; confer- 
ences would be less like ‘“‘sudden-death encounters.” 

Opponents of the idea are less sanguine about the effectiveness of 
institutionalizing the process. It is, they argue, at the first ministers’ level 
that agreement is least likely, since first ministers, more than other 
political actors, are likely to see the world in terms of competing ‘“‘grand 
designs” and in terms of the relative status of governments. It is also 
argued that the dynamics of an FMC enhance the importance of provin- 
cial governments at the expense of the federal authority. An FMC gives 
regional politicians a national stage and legitimizes their claim to be able 
to intervene in areas of national policy. It can seem to imply that the 
federal government is responsible to the provinces, rather than to the 
House of Commons, especially if the FMC is granted formal decision- 
making powers. In this view, then, the role of the FMC should be de- 
emphasized rather than increased. 

A second set of proposals for institutionalizing the intergovernmental 
machinery would give enhanced importance to ministerial conferences, 
linking governments in each of the major policy fields in which both 
levels are active. The regular meetings of treasurers and ministers of 
finance is a model (and, as we have seen, ministerial conferences already 
occur frequently in many areas). The argument for stressing the minis- 
terial level in particular fields, rather than the FMC, is that it is at this 
level that policy agreements are most likely to be achieved. The minis- 
ters will, to a large extent, face common problems in a common con- 
ceptual framework and with common constituencies. They will talk the 
same language. Interactions among ministers and their officials, then, is 
likely to be far more conducive to the development of “‘trust networks” 
and effective working relationships. To put such meetings on a regular 
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footing would have the advantage of ensuring that there was continuing 
communication and consultation: all governments would understand the 
necessity of consultation, though not necessarily agreement, as a matter 
of course. Formally established meetings, at regular intervals, would 
also signal to interested private groups important events on the inter- 
governmental calendar and would thus allow them to monitor the pro- 
cess better. Again, however, competitive federalists would worry about 
further development in this direction, because it implies placing a high 
value on consensus, harmonization, and coordination, rather than on 
competitive responses to citizen needs. 

A third common proposal is for the establishment of intergovernmen- 
tal secretariats: bodies of officials to serve ministerial conferences. One 
version of this proposal suggests that each ministerial conference or 
council should be served by a continuing committee of senior officials, to 
facilitate communication and to clarify the issues. More elaborate ver- 
sions suggest secretariats that would play a more independent and 
innovative role. Three roles have been suggested for such secretariats 
(which would be made up of officials not directly linked to any particular 
government). 

In the first place, it is argued that these secretariats could facilitate 
cooperation and coordination. They would be motivated to search for 
areas of common ground, to explore new options which might break 
deadlocks, or to suggest possibilities which had not occurred to the 
participating governments themselves. With a vested interest not in any 
one government but in the success of the process as a whole, they would 
be in the position to act as mediators. Such an argument has been 
forcefully made by a British Columbia official, Norman Spector, who 
suggests that federal-provincial disagreements have much in common 
with labour relations, and that the tools and techniques of mediation in 
this field could usefully be extended to the intergovernmental arena. 
Fletcher and Wallace’s study outlines this proposal. 

Next, it is argued that such secretariats could facilitate the process by 
introducing expert opinion and by conducting research and analysis for 
the governments collectively, thus again bringing additional information 
into the process. Finally, secretariats could provide one means of ensur- 
ing an interest-group window on intergovernmental relations, either 
through direct representation or through consultations and hearings. 
Each of these roles implies somewhat different selection and mem- 
bership. The Federal-Provincial Commission on the Economic Union, 
proposed by this Commission, is an attempt to combine the last two 
roles in order to monitor and deal more effectively with federal or 
provincial policies that threaten the economic union. 

Some of these roles of research, representation, and mediation could 
also be played: by bodies less closely tied to the intergovernmental 
process. For example, in the United States and Australia, advisory 


132 ee are 


commissions on intergovernmental relations feed research and com- 
mentary to citizens and governments. Again, there are important objec- 
tions to the creation of relatively independent secretariats. Governments 
would object to the possible loss of their own authority and freedom of 
action. Moreover, such secretariats could strengthen the bureaucratic, 
administrative dimensions of federalism and could weaken the political 
elements of accountability. 

Many proposals combine aspects of the ministerial and secretariat 
models. For example, in his Commission study, Thorburn proposes the 
creation of a federal-provincial planning secretariat as a “‘means of 
bringing together parties with power, and who represent legitimate inter- 
ests in such a way that they can profit by expert opinion and be lead to 
produce sound policy output.” In his model, ministers or senior officials 
would constitute a board of directors drawn from both levels of govern- 
ment, served by an expert secretariat, which would also consult with 
private interests. 

To take another example, Whyte (1985) has suggested the creation of a 
body of senior officials, under ministerial direction, to pursue coordina- 
tion in resource management. The advantages he sees are those sug- 
gested by many advocates of a more institutionalized process. This 
would “allow the implications of one government’s policies for other 
governments to become more clearly understood” and would be a forum 
for consultation and persuasion, allowing “the good and bad policies 
from every jurisdiction’s perspective to be fully explored.” Discussion 
would be “‘less in the public spotlight”; and policy making would 
become “commonplace,” less “subject to intense political focus” and to 
“strident negotiations.”” Long-term relationships among those involved 
would be built up, promoting “honesty, open-debate and innovative 
consensus-building,” all of which are unlikely in less formal “transitory 
structures.” 

The critical dimension for all such mechanisms is how far they move 
along the continuum from independent decision making through consul- 
tation to joint decision making. The more they move toward the latter 
role, the more they are likely to constrain governments and to interfere 
with legislative accountability. Thus, it can be argued that the central 
purpose of any new machinery should not be to create a new level of 
government that can make binding decisions; rather, the emphasis 
should be on consultation, communication, and the development of 
shared perspectives. The goal should be, as Bernard Dafflon (1977) 
argues, a model which “ensures that the relevant issues and the various 
aspects of the . . . problems that have to be discussed are all included in 
the bargaining.”” He concludes that: 


A policy-making model can be made more effective to the extent that the 
procedures . . . permit a better appreciation of the relations between the 
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various policy amendments and minimize ignorance of the possible effects 
on one another of the policies which will eventually be implemented. 


Such a model is most effective when relationships focus on consultation 
and when governments remain responsible for developing and imple- 
menting their own programs. 

Another lesson of the literature on the intergovernmental process and 
functional effectiveness is that the machinery is more effective when it 
arises out of the perceived needs of decision makers themselves, rather 
than when it is imposed from above in accordance with some larger 
blueprint for federalism. This is especially true of the myriad of bilateral 
arrangements explored by Kenneth McRoberts in his paper on 
approaches to Canadian federalism. Huffman, Langford and Neilson, in 
their Commission study of public enterprise and federalism, show how 
governments may well be able to come together to solve common 
problems through the creation of joint ventures: public enterprises 
jointly owned by governments and perhaps including private-sector 
participants. Such agencies can be keyed to highly specific tasks and can 
concentrate on ‘“‘positive-sum” shared goals rather than on conflicts 
over Status. 


Assessment: Federalism and Democratic Values 
D.V. Smiley (1979) has commented: 


My charges against executive federalism are these: 

First, it contributes to undue secrecy in the conduct of the public’s 
business. 

Second, it contributes to an unduly low level of citizen participation in 
public affairs. 

Third, it weakens and dilutes the accountability of governments to their 
respective legislatures and to the wider public. 


Smiley’s observation captures a widespread view that, whatever the 
virtues of federalism for democratic politics in principle, the practice of 
Canadian federalism leaves much to be desired. It threatens democratic 
values rather than promoting them. 

These are powerful charges. If true, they provide strong grounds for 
demanding fundamental change in the way the system operates. Unfor- 
tunately, like the functional criteria, they are difficult to weigh and 
assess. In a sense, they are not so much critiques of federalism itself; 
they are critiques of a larger set of developments associated with the 
expansion in the scope and size of government, and with the con- 
comitant growth in the bureaucratic administrative state. Thus, in all 
Western countries, complaints have been made about excessive secrecy, 
about the inability of legislatures to control executives, about inade- 
quate opportunities for participation, and about the unresponsiveness of 
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authorities. They are neither unique to federalism generally nor to 
Canadian practices in particular; and if it is difficult to weigh the validity 
of these strictures against federalism, it is still more difficult to weigh the 
extent to which the democratic benefits of federalism (the increased 
responsiveness of multiple levels of government, for example) are in fact 
being achieved. 

Yet these kinds of critique of Canadian federalism do appear to have 
increased significantly in recent years. Demands to “open up” the 
process have become more insistent. The reasons are unclear. In part, no 
doubt, this is a result of a growing politicization of society generally, in 
which more interests are mobilized and demands for participation grow. 
In part, too, it is because the issues in the federal-provincial arena have 
changed. So long as relations among governments are concerned pri- 
marily with administrative issues, or with questions like tax-sharing 
which are primarily of interest to the governments themselves and do not 
engage major societal interests, then few “democratic” criticisms will be 
made; but when the issues in intergovernmental debate mobilize impor- 
tant interests and are seen to have visible and major consequences for 
citizens, then demands for greater responsiveness will grow. Several of 
the major subjects of federal-provincial conflict in recent years have had 
this character. The energy debate directly involved the prices that cit- 
izens would pay for gasoline and the amount of taxes they would pay; it 
had massive implications both for industry and for citizens, whether as 
consumers or producers. The constitutional debate took on a much more 
public character when it moved from complex issues of the division of 
powers to a focus on the Charter of Rights and Freedoms. Powerful 
voices were raised, arguing that the Constitution was too important to be 
left to politicians meeting in federal-provincial conferences; many called 
for shifting the arena of constitution-making to some form of citizen- 
based “constituent assembly.” For the same reason, fiscal federalism 
has become a matter of greater public concern as Canadians have come 
to realize that the future of health care or post-secondary education 
could be at stake. 

Let us look at the contentions about federalism and democracy in 
more detail. All begin not with a critique of federalism itself but with a 
critique of the pre-eminent feature of contemporary federalism: the 
extent of interdependence among governments, and the resulting impor- 
tance of intergovernmental relations, which are conducted as “‘execu- 
tive federalism.” 

First, executive federalism is held to undermine responsible govern- 
ment and its corollary, accountability. In the classic, watertight compart- 
ments model of federalism, responsible government and accountability 
are not in question. Each cabinet is responsible to its legislature for the 
conduct of affairs within its own jurisdiction; each is responsible for 
raising the funds necessary to pay for its programs. Accountability in 
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such a setting is relatively straightforward. Voters know where to turn to 
redress grievances. 

Such an ideal model has never existed within Canada. Instead, as 
discussed above, government responsibilities overlapped from the out- 
set, and they have done so increasingly over time. The more that 
responsibilities overlap, the greater is the number of intergovernmental 
fiscal transfers; and the more that decisions are made and implemented 
through intergovernmental agreements, the greater is the challenge to 
responsible government. At the simplest level, it becomes difficult for 
citizens to know which level of government is responsible for what 
activities, so it becomes harder for them to reward or punish govern- 
ments at the polls. 

Further, to the extent that decisions are made through intergovern- 
mental agreement, the legislatures cannot so easily hold cabinets 
responsible. Governments are likely to present agreements to their 
legislatures as faits accomplis, arguing that legislatures cannot tamper 
with them, since to do so would be to undermine some carefully worked 
out intergovernmental agreement. Smiley argues (1979, p. 107) that as 
the “actual locus of decision-making .. . has shifted from individual 
governments to intergovernmental groupings the effective accountabil- 
ity of executives .. . is weakened.” Similarly, Fletcher and Wallace 
point out that intergovernmental relations are handled almost entirely by 
ministers and officials: there is remarkably little debate on federal- 
provincial matters in Canadian legislatures, and individual members of 
Parliament, especially those in the Opposition, have almost no involve- 
ment in the area. 

Intergovernmental fiscal transfers and shared-cost programs also 
raise issues of accountability, beyond the simple fact that there is a 
tendency for governments to raise funds which they do not themselves 
spend, and vice versa. There is an interesting paradox here. If the federal 
government is to be responsible to Parliament for the spending of the 
funds it transfers to the provinces, this requires a very clear definition of 
federal objectives, criteria for their achievement, mechanisms for 
enforcing conditions, and effective monitoring of the uses to which 
provinces put federal funds (Canada, 1981). In other words, for the 
federal cabinet to be responsible to Parliament, provinces must be 
responsible to the federal government. However, this kind of inter- 
governmental responsibility can mean that the provincial government is 
less responsible to its own legislature. Indeed, as Fletcher and Wallace 
demonstrate, many studies of federal-provincial relations have sug- 
gested that close relations between federal and provincial officials in the 
development of specific programs tend to become insulated from scru- 
tiny, not only by legislatures but also by cabinets and by central agencies 
such as treasury boards. 
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The paradox arises in broader terms when we consider such proposals 
in connection with the development of a provincial consent mechanism 
for use of federal discretionary powers, such as the spending power or 
declaratory power. These constraints are justified on the federalist 
grounds that one level of government should not unilaterally be allowed 
to invade the jurisdiction of the other; and on the administrative grounds 
that one level should not capriciously involve itself in the management of 
complex provincial systems for the delivery of public services. Yet such 
provincial constraints on federal action necessarily limit the ability of the 
federal government to act subject only to its own responsibility to 
Parliament. 

Thus, accountability in a federal system is complex. The core must 
remain in the responsibility of each government to its legislature. But 
each government and legislature is accountable, through the Supreme 
Court, to the Constitution, with its division of powers and its Charter of 
Rights and Freedoms. Moreover, governments are at least to some 
extent accountable to one another. This is certainly the case when there 
are formal intergovernmental agreements. For example, in the recent 
Atlantic accord between Newfoundland and the Government of Canada, 
and in the western accord between the western oil- and gas-producing 
provinces, each government directly committed itself to pursue certain 
policies. Each also agreed that important aspects of the accord could 
only be changed with the consent of legislatures at both levels. While the 
constitutional status of such accords is unclear, they clearly are an 
example of one parliament binding another, and to this degree they 
undermine our traditional sense of accountability. 

Thus, both the doctrine of federalism itself and the exigencies of 
cooordination resulting from interdependence do call accountability 
into question. The cases reviewed by Fletcher and Wallace tend to 
support the conventional view that the intergovernmental system is 
“neither responsive nor accountable.” However, we should not exagger- 
ate the difficulty. The number of areas within which policy is made 
jointly among governments remains limited. Although intergovernmen- 
tal relations have been called a government of governments, and 
although some critics have likened the federal-provincial conference to a 
third level of legislature, such images are exaggerated. Legislation must 
still be passed by governments responsible to their own legislatures; 
cabinet ministers can be held accountable to legislatures for their con- 
duct of intergovernmental affairs. 

Each level of government does take responsibility for delivering most 
of its own programs, and as Fletcher and Wallace point out in their 
survey of this issue for the Commission, “It is important to recognize 
that executive federalism is more a consequence than a cause of execu- 
tive dominance in modern parliamentary systems.’’ Nevertheless, 


Chapter 11 157 


reform proposals for the federal system must pay attention to the con- 
cern for accountability. One need not go as far as Paul Thomas, who 
recently argued that we can have intergovernmental collaboration in the 
name of effective coordination and effective policy delivery, or that we 
can have responsible, accountable government, but that we cannot have 
both (Brown, 1983). It is possible to imagine changes that would enhance 
accountability within the federal system. 

Some of these reforms have been proposed by this Commission. For 
example, the Commission has recommended that each legislature 
should establish a standing committee on intergovernmental affairs. It 
has suggested that in cooperative arrangements in such fields as regional 
development, the model should be one of governments enacting and 
implementing their own programs under a common umbrella, rather 
than one of delivering all programs jointly. It argues that before suggest- 
ing a shared-cost program, the federal government should always look 
first to its own jurisdiction for the appropriate authority; and that where 
shared-cost programs are deemed necessary, the conditions should be 
very clearly spelled out. 

To go further to restore traditional accountability would probably 
require some form of return to the watertight compartments model. This 
would have to be done either by greatly reducing federal involvement in 
provincial matters (for example, by removing the kind of federal condi- 
tions on provision of medical care found in the Canada Health Act) or, 
conversely, by transferring responsibilities in such fields to the federal 
government. Both options would likely be rejected on other grounds. 

The final dimension of accountability in a federal system concerns 
those fields in which the decisions of one province have implications or 
spillover effects on the citizens of another province (as, for example, 
with discriminatory purchasing policies and other measures discussed 
elsewhere). Here the problem is that citizens of one province have no 
way of rewarding or punishing the government of another province. In 
some cases, they may be able to appeal to the courts. In others, they may 
be able to persuade the federal government to intervene. Nevertheless, 
the potential for such discriminatory policies remains. This is one reason 
why the Commission has recommended the creation of an intergovern- 
mental code of economic conduct, through which governments could at 
least partially hold one another accountable. The code would be imple- 
mented by an intergovernmental Council of Economic Development 
Ministers, assisted by an expert commission which would be 
empowered to hear complaints from affected citizens. Note here that 
citizens are served by increasing intergovernmental accountability at the 
expense of some limitation on responsible government within provinces. 

In summary, there is indeed a tension between an emphasis on the 
need for intergovernmental coordination and harmony (with an accom- 
panying emphasis on the creation of a strong network of intergovern- 
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mental institutions) and the strengthening of responsible government. 
The one approach seeks to restrain intergovernmental conflict and com- 
petition in the name of policy coordination; the other argues that we 
must reassert the importance of individual responsibility, placing less 
value on coordination. Indeed, it argues that competition will serve both 
democratic and policy values better than a cartel of governmental lead- 
ers will do. Some specific reforms might make the conflict less severe in 
particular instances, but the fundamental tension will always be there. 

D.V. Smiley’s other two charges — excessive secrecy and the contri- 
bution of executive federalism to a low level of citizen participation — 
can be dealt with more briefly. Secrecy is a prominent characteristic of 
much of intergovernmental relations. A great many discussions are 
conducted in private, behind closed doors. Fiscal negotiations, in par- 
ticular, are sometimes treated a bit like budgetary deliberations, the 
most secretive of all policy processes. Much information that does filter 
out is partisan information, being used by governments as a negotiating 
tactic to mobilize support. Indeed, the secrecy has been given a legal 
base. The Access to Information Act specifically enjoins federal agencies 
not to disclose information received from a province without its specific 
approval. The act declares that information may be withheld if its 
disclosure could reasonably be expected to be injurious to the Govern- 
ment of Canada’s conduct of federal-provincial affairs, including the 
following: 


* information on federal-provincial consultations or deliberations: and 

* information on strategy or tactics adopted by or to be adopted by the 
Government of Canada respecting the conduct of federal-provincial 
affairs. 


Provincial freedom of information acts have similar restrictions. 
Again, these complaints of secrecy in the context of federalism need to 
be tempered somewhat. Policy deliberations within governments are at 
least as secretive. One would be hard put to argue that a unitary form of 
government in Canada would be more open to public visibility and 
scrutiny than the present system is, if only because with I1 governments 
negotiating, the opportunity for deliberate or inadvertent leaks is so 
much greater. While some federal-provincial discussions, such as those 
on energy, have been very closely guarded, the generally more openly 
competitive federalism of recent years has probably increased rather 
than decreased the availability of information to citizens. Moreover, the 
norm that a significant part of all first ministers’ meetings should be open 
to the press seems well established. Again, there is an interesting tension 
in evaluations here. The criticism is equally often made that federal- 
provincial relations have become too public: that open meetings encour- 
age confrontation tactics and playing to the galleries, thus inhibiting the 
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opportunities for give and take and for compromise in the process of 
negotiation. 

The secrecy of the process is one reason for the low levels of citizen 
participation alluded to by Smiley. There are others. For example, it is 
frequently argued that intergovernmental debate is often conducted in 
the arcane language of the specialists — in terms of tax points, Estab- 
lished Programs Financing, and the like — which are understood, if at 
all, only by a few initiates. The language, therefore, serves to mystify 
and hide the issues, leaving even well-informed citizens unable to partic- 
ipate. More generally, to use the terms of Breton and Scott (1978), the 
complexities of federalism may increase the costs to citizens of seeking 
to monitor government activities and to signal their preferences to 
governments. Where responsibilities are divided, groups will have to 
keep track of the activities of 11 governments, their efforts will have to be 
applied in 11 capitals. Few groups have the resources to do this effec- 
tively. Divided jurisdiction, Breton and Scott argue, can impose heavy 
costs on citizens and may lead many to abandon their attempt to make 
sure their views are heard. 

More generally still, once an issue is in the intergovernmental arena 
there are very few means by which individuals are able to make their 
views heard. “Third parties” are seldom invited to the intergovernmen- 
tal table. Intergovernmental bodies, as such, do not consult with inter- 
ested groups or hold public hearings, as legislatures do. At best, groups 
are represented indirectly, through the positions of individual govern- 
ment participants, who are themselves responsive to group interests. In 
his study for the Commission, Stefan Dupré argues that even this sort of 
“virtual representation” has decreased, as line departments, oriented to 
specific clienteles, have been supplanted by intergovernmental profes- 
sionals and other central agencies in the conduct of intergovernmental 
relations. 

Some interpretations suggest that federalism has more perverse 
effects than just to increase the complexity and inaccessibility of the 
political process. Citizens and groups can be “caught in the vice of 
federalism,” to use Richard Schultz’s phrase (Schultz, 1977), or can be 
ground between the millstones of competing federal and provincial 
governments. There are two versions of this view, which are somewhat 
contradictory. On one hand, there is the image alluded to several times 
already of intergovernmental relations as a kind of elite cartel, working 
out agreements which suit governmental interests, with little regard or 
concern for the interests of citizens. It was this kind of concern which led 
to demands for a more open process of constitutional review, and which 
underlay the outraged reaction of womens’ and native groups to certain 
aspects of the constitutional “deal” negotiated in November 1981. It also 
underlies Albert Breton’s skepticism about proposals for more elborate 
mechanisms of coordination among governments, which, he argues, 
would purchase possible harmony at the cost of the responsiveness that iS 
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encouraged by more open intergovernmental competititon (Breton, 1985). 

Alan Cairns (1979) suggests an alternate image, not of an elite cartel 
but of elites engaged in a no-holds-barred struggle for power, with little 
regard for the consequences of the struggle for citizens and groups: 
“Like lumbering mastodons in tireless competition, these governments 
are possessed of an infinity of weapons capable of wreaking deliberate 
and inadvertent harm on each other, but incapable of delivering a knock- 
out blow.”’ Citizens and groups are the victims, manipulated or ignored 
in the governmental struggle for turf. Just as colourfully, Stefan Dupré 
and his colleagues use a different metaphor. Describing negotiations 
over adult occupational training in Ontario, they see a clash of grand 
designs like “a collision of ships at sea that results in both vessels 
remaining afloat, taking water, displaying gaping holes in their super- 
structure, and relatively oblivious to the number of passengers and crew 
crushed by the impact” (Dupré, 1973, p. 109). Similar analyses have been 
made of the consequences of the federal-provincial battles over energy 
in the 1970s. All these views suggest that, as Cairns puts it, “The 
interests of governments only partially coincide with the interests of the 
population they govern” (Cairns, 1979). Hence, federalism is fundamen- 
tally flawed in its ability to meet the needs of citizens. Democratic 
responsiveness is sacrificed to the competition between governments. 

Governments, like all other institutions, clearly do have institutional 
interests which are to some extent distinct from those of their electo- 
rates; and federal-provincial relations very frequently engage such inter- 
ests, perhaps to the exclusion of other concerns. Yet it is clearly an 
exaggeration to see the major conflicts of recent years as nothing more 
than this. The positions governments took in them reflected underlying 
conflicts in the society. The governmental participants reflected their 
constituency interests as well as their own interests. 

To sum up, does the practice of Canadian federalism undermine Cana- 
dian democracy or enhance it? As we have seen, there is indeed a variety 
of conflicting views. Certainly, too, there are many ways in which the 
practice of Canadian federalism can be made more open, more respon- 
sive, and more attuned to the norms of responsible government; but we 
do not agree with those who see a fundamental flaw here. In the long run, 
the federal system has been highly responsive to the broad movement of 
public opinion. It has not in the long run frustrated democratic major- 
ities. At the same time, despite the growth of executive federalism, it has 
retained many of the advantages of shared and divided authority. 


Assessment: Reconciling Loyalties 


One of the most striking characteristics of the debates within Canadian 
federalism since the 1960s has been the emphasis on competing con- 
ceptions of the Canadian community. We have debated the very funda- 
mentals of our existence as a federal society. In the Quebec referendum, 
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Quebec citizens were invited to give their provincial government the 
mandate to negotiate a new relationship with the rest of Canada: sov- 
ereignty association. In the constitutional negotiations of 1968-71, and 
again in 1978-82, country-centred versus province-centred models of 
federalism contended, in competing projects, for the future of Con- 
federation. The same concerns also coloured a great many of the debates 
on other issues, such as energy policy and regional development. The 
depth of the apparent disagreements was captured in book titles such as 
One Country or Two?, Must Canada Fail?, Canada and the Burden of 
Unity, Canada in Question. Citizens, it seemed, were to be forced to 
choose between their loyalty and identity as Canadians and as members 
of provincial or linguistic communities. In the end, we found a compro- 
mise, though even it seemed to some a tentative, uncertain one, and not 
only because the Government of Quebec was not part of the settlement. 
And No One Cheered was the title of one assessment of the Constitution 
Act, 1982. Canada Notwithstanding . . . was the title of another.' 

All these events suggested that the root divisions and conflicts in 
Canadian federalism were to be found in rival visions of community; and 
that the institutions of federalism had proved unable to find a successful 
reconciliation among them. As Richard Johnston put it in his Commis- 
sion study, “The integrity of the very federation seemed to hang in the 
balance” (see Appendix A). Intergovernmental relations had become 
the forum in which alternative views were articulated by powerful politi- 
cal elites at each level; the legitimacy of the national government was felt 
to be hopelessly undermined by the regional polarization of the national 
party system, which was seen to be at once the cause and consequence 
of the divided federation. 

In the next sections of this chapter, we shall explore these conflicts in 
more detail. We shall examine some data on the orientations of citizens 
to their country, to their province, and to the two orders of government; 
and in light of these data we shall assess some alternative explanations of 
the apparent growth of community-based conflict. As we shall see, it is 
wrong to think of them as existing in a realm of their own, independent of 
economic or institutional factors. 


The Orientations of Canadians 


In recent years, numerous studies have sought to explore the orienta- 
tions of Canadians to the federal system, to the communities in which 
they live, and to the federal and provincial governments. Much of this 
material is carefully summarized in Richard Johnston’s monograph, 
Public Opinion and Public Policy in Canada: Questions of Confidence (see 
Appendix A). This section is based largely on Johnston’s findings. 
The first conclusion is that Canadians are indeed ‘“‘good federalists.” 
They share multiple loyalties; they value both Canada and their prov- 


162 Part ll 


ince, and they do not see a conflict or contradiction in holding these 
identities simultaneously. Thus, as Table 11-1 shows, Canadians have 
warm feelings about both their province and the whole country when 
asked to rate each ona “thermometer” scale. Canada has the slight edge 
in Manitoba, Ontario, New Brunswick and Nova Scotia. In the other 
provinces, the province has the edge. In all cases, the differences are 
relatively small. Moreover, positive feelings toward the whole country 
are highly correlated with positive feelings toward the province. It is not 
a matter of either/or. “The more you like Quebec, for example, the more 
you like Canada, and vice versa” (Johnston, see Appendix A). 

If the survey forces the respondent to choose which community she or 
he thinks of first, then close to three-quarters mention Canada and only 
one-fifth choose the province. Even in Quebec, in the two surveys 
reported by Johnston, a majority of citizens give first place to Canada, 
though large minorities say the province. Only in Newfoundland does 
the provincial community have a higher rating than the country. As 
might be expected from Canadian history, Ontarians are much the most 
likely to give Canada pride of place; perhaps more significant is that the 
three westernmost provinces also give strong majorities to Ottawa. 
Other data provided by Johnston support this view of a country “pretty 
much at one with itself.”’ “Overwhelming majorities” affirm that being 
Canadian is important to them; most see Canadians as being basically 
alike and see themselves as being more similar to Canadians in other 
regions than they are to Americans, and so on. There is little evidence in 
the responses to suggest a “fundamental threat to Confederation.” At 
the level of basic conceptions of community, then, loyalties appear to be 
multiple, but not necessarily divided. They are seen not as mutually 
antagonistic and incompatible, but as reinforcing. 

Moreover, while regional ethnic, cultural, and economic differences 
remain large, there is also some evidence that these differences may be 
declining, at least in some respects. Roger Gibbins (1980), for example, 
argues that a variety of social and economic trends are simultaneously 
increasing the complexity and differentiation of interests within provin- 
ces and are reducing the strength of differences between them. Research 
on the extent to which Canadians divide their opinions on a number of 
substantive issues shows that, on many of them, the regional cleavages 
are weak or nonexistent and may be declining (Simeon and Blake, 1980). 
Canadians everywhere have similar expectations of their governments, 
and they react to social and economic questions similarly. On few issues 
can one find monolithic provincial communities of interest. Where dif- 
ferences among provincial populations do exist, opinion shifts tend to 
move in parallel. As recent debates about the Crow Rate or about trade 
relations with the United States suggest, the historic divisions between 
East and West, which are often mirrored by political elites, frequently 
find only weak reflection in the views of citizens. 
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Johnston finds that the extent of regional division varies with the 
issue. On social policy, foreign policy, and macroeconomic policy, Cana- 
dians react to a national agenda with few regional differences. By con- 
trast, regional divisions are very strong on some other issues. These 
include language-related questions, some issues related to cultural pat- 
terns (immigration and abortion), and some in which the regional differ- 
ences in fundamental economic interest are at odds (notably, through the 
1970s, in energy). However, the image is not of one in which provincial 
communities are strongly reinforced by permanent irreconcilable differ- 
ences in concrete interests. 

The other striking lesson of the survey material is the strength of 
citizens’ links to their provincial governments, and their hostility to the 
national government, at least in recent years. If Canadians see them- 
selves as part of a national community, they do not nearly so often see 
the national government as effectively representing or reflecting this 
community. Warmth of feelings toward the federal government is strik- 
ingly lower than toward the country. In part, this is a reflection of a larger 
disaffection from all institutions. Provincial governments are not as 
warmly viewed as provincial communities, either. Nevertheless, Cana- 
dians clearly feel much closer to their provincial governments than they 
do to Ottawa. 4 

From Table 11-2 it can be seen that in 1974 one-half of Canadians 
reported that they felt “closer” to their provincial government, and only 
one-third said they felt “closer” to Ottawa. The more distant people 
were from the federal capital, the stronger their sense of closeness was to 
the province. Similarly, in a 1983 survey, majorities everywhere except in 
Ontario and Quebec felt that the provincial government served their 
needs and interests best. Majorities in a number of surveys felt that the 
federal government had “‘too much power.” In 1974, respondents were 
evenly divided between those who thought that the federal government’s 
level of influence on their way of life was too great or too little; in 1982, 
81 percent said that the federal influence was too great. Asked which 
level of government should have more power, majorities “always and 
everywhere” said the province. In every province a majority said that 
their provincial government should get tougher with Ottawa. Asked 
which level of government they would support in a future federal- 
provincial conflict, 52 percent said the province, while 37 percent said 
the federal government. Only in Ontario would a clear majority support 
Ottawa. As Johnston points out, data such as these tell a very “provin- 
cialist story,” and the degree of provincial support clearly increases as 
one moves from the centre toward the peripheries. Johnston observes 
that, at the most general level, it seems clear that “provinces enjoy a 
major political resource. Their demands for jurisdiction resonate with a 
general provincialist orientation in the mass public.” 
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Along with this, there is evidence of strongly held regional grievances. 
For example, “overwhelming majorities” in the West agree with state- 
ments that “the West is usually ignored in national politics” and that 
‘“neople living in the West are not adequately represented by the federal 
government.” Similarly, in the West and in the Atlantic provinces, large 
numbers of respondents feel they are treated fairly in Confederation only 
some or none of the time. A significant minority of westerners in 1983 
professed themselves to favour western independence if there was no 
improvement in their status. Three years after the Quebec referendum, 
one-fifth of Quebeckers remained in favour of independence, a figure 
that has stayed remarkably stable since there was first widespread 
discussion of Quebec independence in the 1960s. Thus, the “battle of the 
balance sheets” conducted at the elite level finds much response at the 
citizen level as well. 

These figures seem to show that along with a strong commitment to 
the national community, a strong sense of the importance of the federal 
government, and a tendency to react to nation-wide issues in similar 
ways, there is also widespread disaffection from the federal government, 
and strong support for the provinces as spokesmen for provincial inter- 
ests (though it should be noted that provinces too are often considered 
remote and unresponsive). The public-opinion data thus tell a somewhat 
contradictory story. What are we to make of it? How do we explain it? 
What lessons do we draw from it? 

We should use some caution in interpreting data such as these. Dif- 
ferently worded questions can evoke different kinds of answers. Not 
only do citizens respond to events but so do survey researchers, and in 
recent years there has perhaps been a tendency to look for, and hence to 
find, evidence of regional discontent and disaffection. We do not have 
systematic evidence for periods before the 1960s on questions such as 
those summarized above. Those that we do have suggest that “‘provin- 
cialist” orientations in the postwar period were considerably weaker 
than they are now. (See Schwartz, 1967.) Data such as these are inher- 
ently volatile. As Johnston points out, they are much influenced by 
partisan support for or opposition to the government in power. After the 
western-based Conservatives took power in 1979, for example, western 
assessments of the federal government improved dramatically. In addi- 
tion, citizen perceptions of such things as regional and national commu- 
nities, federal and provincial governments, and interregional conflict 
may only imperfectly reflect the political debates as they take place 
among political elites and in the mass media, just as the latter may only 
imperfectly reflect the views of the public. 

Nevertheless, at both levels, there seems little doubt that the period of 
the 1960s and 1970s was indeed one of heightened regional tensions in 
Canada. Debate on many issues was conducted in regional terms; the 


168 Part il 


interests at stake appeared to be both governmental and regional. Cana- 
dian politics in much of the recent period has been regional politics. 


Explaining the Salience of Community Tensions 


How do we explain this? The simple existence of regional and national 
loyalties and identities, or sense of community, cannot itself be an 
explanation. Presumably, such identities are deeply rooted historically; 
they cannot be easily or quickly changed. What we need to explain is 
change. To put the issue another way, we believe that by themselves 
regional, even linguistic, identities do not generate conflict; it is only 
when they are accompanied by some other difference, whether of eco- 
nomic interest or inequality, or of access to political power, that we see 
community-based conflicts arise. We need to understand why the sali- 
ence of regional identity varies over time; why regional and national 
loyalties may be seen to be in conflict at some times and not others; how 
the form in which regional interests are expressed alters; and why, 
specifically in the constitutional debate, the regional tensions within 
Canada generalized into the kinds of mutually exclusive visions of the 
country that we saw displayed, for example, at the September 1980 
constitutional conference. Our explanation is that a tension between 
regional and national communities is indeed an historic given for Canada 
and that this fact does enhance the tendency to think of politics in 
regional terms, but that the salience of such conflicts is itself to be 
explained by a number of other factors. 

The first approach to understanding the pervasiveness of regional 
conflict argues that the Canadian institutional structure not only reflects 
the existence of multiple loyalties but entrenches, reinforces, and exac- 
erbates them. We have regional politics because we have a federal 
system. Federalism, in this sense, structures our conceptions of political 
community. It is in part because of the way provincial lines are drawn, 
and in part because provinces used their power to inhibit and discourage 
French language rights outside Quebec, that French-English divisions 
are transmuted into Quebec-Ottawa conflict. It is because provincial 
lines were drawn that Saskatchewan became a political community, and 
not vice versa. Federalism ensures that there will be in place leaders who 
have a vested interest in building and sustaining a regional loyalty and 
citizenship, and who have an equal interest in emphasizing provincial 
homogeneity rather than denying it. Moreover, the possession of provin- 
cial institutions, with their constitutional authority and tax bases, gives 
regional community interests instruments with which to pursue their 
community-building goals. Without this institutional base, mobilizing 
regional interests would be much harder; it would certainly be more 
dfficult to talk of independence. 
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More specifically, it is argued that a series of what might be termed 
institutional failures has greatly exacerbated regional conflict and the 
sense of weak representation by many groups. At the level of inter- 
governmental relations, it is argued that the federal-provincial confer- 
ence is an ideal mechanism for articulating differences but that it is very 
poorly designed to foster compromise or conciliation. The incentives 
facing the participants are to play to the audience back home, for it is 
only they who can hold the representatives accountable for their 
behaviour. There are, therefore, some potential rewards for intran- 
sigence, and few for compromise. The lack of clear rules of the game also 
hinders agreement, as does the de facto rule of unanimity which governs 
most such relations. Power thus flows to the most intransigent player. 

The institutions of the federal government can also be seen as flawed in 
their ability to represent and to reconcile regional interests. The Senate, 
the only national institution explicitly organized around “regional repre- 
sentation,’ has not performed this role because of the method of 
appointment. Moreover, the logic of responsible party government on 
the British model is inherently majoritarian. There are few requirements 
to take into account minority interests, and there is no weighting of 
provincial representation to give a larger role to smaller provinces. The 
electoral system, with its first-past-the-post method of election, tends 
systematically to exaggerate the number of seats won in each region by 
the strongest party. It leads to a House of Commons whose seats are 
distributed in a far more regionally biased way than would be inferred 
from the electoral support won by each party. The effects of major- 
itarlanism and regional bias in caucus and cabinet membership are in 
turn exacerbated by the great variation in the size of provincial popula- 
tions: it is possible to have majority governments with little or no 
representation from important regions of the country. 

There is much to support this critique of national institutions. A 
considerable part of the Commission’s research program, reported in 
volumes 36, 37 and 39, has been devoted to exploring its dimensions. 
Historically, the Canadian party system, and therefore parliamentary 
representation, has been regionally imbalanced. The Progressive Con- 
servative party was weak in Quebec from early in this century until the 
last election, with the single exception of 1958. Since 1972, the ability of 
the Liberal party to maintain its status as the governing party by virtue of 
its ability to put together a nation-wide coalition, has eroded. Between 
1972 and 1984, whichever party was in power nationally, some regions of 
the country were frozen out of elected representation in the critical 
decision-making forums. The data cited above suggests that much of the 
“western alienation “ of recent years is directly related to this sense of 
exclusion. Moreover, exclusion from influence at the centre is likely to 
take the form of a turn toward the provincial government as the instru- 
ment through which the region can fight for its interests. Nevertheless, 
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institutional factors alone cannot explain the increase in regional con- 
flict. Nor can they explain change. Throughout our history, we have had 
federalism, parliamentary government, and a first-past-the-post elec- 
toral system. While they may help explain the general importance of 
region, they cannot by themselves account for variations. 

A second explanation of regional conflict focusses on the attitudes and 
behaviour of the political elites at both levels and their drive for power. In 
seeking to expand their influence, provincial leaders will be the tribunes 
of “provincialism,” just as federal leaders seeking to enhance their 
power will appeal to and foster a ““Canadianism” centred on the national 
government. “Community,” along with the powers conferred by the 
institutions, thus becomes a weapon in the hands of these elites, who 
will foster and promote exclusivist conceptions of community and will 
rally old grievances to justify their current aspirations. Leaders’ defini- 
tions of community will depend almost entirely on their position in the 
institutional structure. More generally, Alan Cairns (1977) argues that in 
pursuit of their private visions, federal and provincial leaders will seek to 
shape and mould the society: the casual arrow runs from the government 
to the society rather than the other way around. 

There is support for this view. The evidence cited above suggests, for 
example, that even at the height of federal-provincial conflict in the 1970s 
and early 1980s, citizens were not as divided on many questions as their 
leaders seemed to be. If the constitutional debate or the Quebec referen- 
dum seemed to suggest that regional and national loyalties were incom- 
patible, that one of them had to exercise decisive dominance over the 
other, citizens seemed to disagree. Certainly, too, it is impossible to 
come to terms with the structure of debate over Quebec or the constitu- 
tion since the 1960s without realizing the profound importance of the 
central political actors, such as Pierre Trudeau and René Lévesque, in 
shaping the very terms of the debate. Nor can one understand the 
outcome without a consideration of the skills with which each one 
plotted his strategy and tactics. One explains Pierre Trudeau’s commit- 
ment to an entrenched Charter of Rights and Freeedoms not only by his 
devotion to human rights but also by his desire to win support for his 
larger attack on Quebec nationalism and for his desire to limit the growth 
of provincial power. Yet to explain political leaders’ ideas and actions 
simply as a desire to preserve or expand their power would be to 
trivialize their contributions. 

Here again, an explanation based on a simple assumption about the 
power-seeking behaviour of politicians is insufficient. It does little to 
explain change, since presumably these are universal characteristics of 
politicians. If the politician is a rational vote-maximizer, he or she must 
respond to the wishes of the underlying population. It will be rational for 
a politician to be an ardent provincialist only if the voters or important 
constituency groups wish their representative to be one. Johnston’s data 
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on what he calls the “contested areas” of federal-provincial conflict, 
such as energy, medicare, and the constitution, suggest that these are not 
artificial divisions: ‘“‘The regional conflict ... often reflects genuine 
underlying disagreements in the mass public.” More broadly, Peter 
Leslie (1986) convincingly argues that governments’ positions on the 
Constitution and the economic union have had strong roots in the 
fundamental economic interests of their regions. We have seen several 
cases in which provincial governments appear to have been punished at 
the polls at least partly because they were too “weak” opposing Ottawa, 
rather than the reverse. To see regional and community conflict as the 
creation of elites, then, is clearly only part of the story, even if an 
important part. 

Elites, the institutional framework within which they live, and the 
underlying reality of community loyalties are indeed the basic conditions 
for regional conflict. However, we need another more dynamic set of 
factors, interacting with these basic conditions, to understand the sali- 
ence and form of interregional conflict and to assess its prospects for the 
future. One approach is to focus on the issues on the public agenda. Do 
they tap, or mobilize, the regional or provincial aspects of our interests 
and loyalties, or do they cut across them? How do the issues of the day 
relate to the underlying differences in interests, which are themselves a 
product of the varying cultures and economic structures of the provinces? 
And how do they intersect the division of powers in the Constitution? 

We can think here of two sets of continua from which different predic- 
tions can be derived. First is a continuum based on the character of the 
issue. On one extreme are issues which are truly national, which divide 
the country along class or other lines and have little connection with 
regional differences. Most foreign policy questions and, Johnston sug- 
gests, most macroeconomic policy issues probably fall into this cate- 
gory. At the other extreme are issues which interact with the Canadian 
environment so as to divide the country sharply along regional lines. 
Because of the regional distribution of resources, energy has recently 
been the quintessential issue in this respect. When politics are domi- 
nated by issues of the first type, regional conflict will be muted; the 
identites and loyalties mobilized will be non-regional. The latter type, on 
the other hand, will evoke and revitalize regional loyalties and identities. 
The participants in such debates are likely to call on regional loyalties, to 
remember traditional grievances, to appeal to community solidarity, and 
to link the issue to others which can be cast in the same framework. Of 
course, many issues will have elements of both dimensions; some will be 
ambiguous — they could plausibly be interpreted either way. Here fed- 
eral institutions may often tip the balance: where there is ambiguity, we 
are likely to stress the regional aspect. 

The second dimension, or continuum, is how responsibility for dealing 
with the issue is divided among the governments. If the authority is 
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federal and if the issue divides the country along non-territorial lines, 
then there will be no regional or intergovernmental conflict. Similarly, if 
the responsibility is provincial and if the issue does divide the country 
regionally, then one of the basic virtues of federalism comes into play. 
Each provincial majority can enact its preferences, and again conflict is 
minimized. The interesting poles are those where the cleavages are 
national but the responsibilities are provincial; or where the cleavages 
are regional but the responsibility is primarily federal. 

In the former case, initiative is likely to flow to the federal govern- 
ment. Either it will seek a transfer of powers (as with old-age pensions 
and unemployment insurance) or it will seek to get around the rigidities 
of the Constitution with the use of shared-cost programs and the like. 
Provinces may well resist any loss of authority; but, as in much of the 
postwar period, they may also welcome such federal initiatives. In any 
case, in such circumstances, they are unlikely to be able to mobilize 
strong community or regional feelings in their dealings with Ottawa. 
Federalism will be seen primarily as an administrative difficulty. The 
obvious model is that of postwar cooperative federalism, at least as it 
concerned all provinces but Quebec. Where there is federal-provincial 
conflict over such issues, rhetoric evoking nation-wide dimensions — 
national standards, the rights of Canadians as members of a national 
community, and the like — is likely to prevail. 

Where the issue is regional but the power is federal, as with issues such 
as the tariff and transportation, the conflict will take a different form. 
First, if spread over a long enough time, it is likely to lead to a regional 
polarization of the political parties. Aggrieved regional interests are 
likely to turn to the provincial governments, encouraging them to 
demand either devolution of power to the provinces or a greater voice for 
the provinces in influencing national decision making. A similar pattern, 
though focussed more on intergovernmental conflict, will occur in the 
mixed situation where the responsibilities are shared. Again, energy is 
the classic example. Majority interests will pressure the centre to assert 
its authority; provincially based interests will do the same for the provin- 
cial government. In fighting the federal-provincial battle, each side is 
likely to try to broaden its base and enlist support by appealing to a 
different set of community values. It can be argued that this is precisely 
what happened in the debate over resources. A kind of escalation took 
place: community values were invoked to defend the position of each 
side, and more and more issues were brought into the same framework 
until they coalesced in mutually exclusive visions of the country and 
rival agendas for constitutional reform. 

This analysis suggests that community-based conflicts’in Canada can 
only be understood as they interact with the institutions of federalism 
and with the issues that confront the society at any given time. The 
experience of the Great Depression, the unifying effects of Canada’s 
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participation in World War II, the commitment of Canadians to a greater 
role on the international stage, and their commitment to the welfare state 
and to government management of the economy, all had the effect of 
emphasizing and reinforcing the Canada-wide dimension of our exis- 
tence in the postwar period. It was not that provincial communities 
disappeared or lost their meaning; it was, rather, that they were less 
salient because they were less directly engaged by the central questions 
of the times. 

Conversely, the persistence of regional disparities, the shifts in the 
terms of trade between resource producers and consumers, and conflict 
over language were the dominant issues of the 1960s and 1970s. Regional 
divergences on these kinds of issue were sharp. Hence, much more than 
in the previous two decades, we conducted a form of politics that was 
heavily oriented to perceptions of a struggle between regional and 
national communities. 

In a sense, then, the salience of regional conflict in the future will 
depend heavily on the kinds of issue that confront Canada. In the short 
run, at least, Johnston argues that the preoccupation with restoring 
economic growth and the policy issues concerned with this will reduce 
the salience of regional conflict. Here, popular attitudes differ little from 
region to region; and there is a broad national consensus that it is a 
federal responsibility to tackle these problems. On the other hand, some 
aspects of the response to them may well divide the country regionally, 
for instance on questions such as the future of interregional subsidies or 
the impact of freer trading arrangements with the United States. 

As we suggested earlier, linguistically or racially defined communities 
have a particular strength and resilience. It is for this reason that rela- 
tions between French- and English-speaking communities have been 
such profound influences on Canadian politics throughout our history. 
Here too, however, the salience and character of the debate about 
relations between French and English interacts with larger social 
changes, as well as with the institutional framework. For example, the 
shape of Quebec nationalism has varied greatly over the years. Through 
much of the earlier period, it was associated with the defence of tradi- 
tional religious values and with the maintenance of a distinctive rural and 
Catholic way of life. In order for Quebec nationalism to take the more 
recent form of the drive for independence centred on the Quebec state, 
major changes in Quebec society and its associated ideologies were 
required. By the 1960s, a long period of change had produced both an 
urban industrial working class and a Quebec middle class that were more 
oriented to economic issues. Hence, the terrain of conflict shifted froma 
focus on preservation of religious values to the seeking of equality and 
influence on the economic plane. While traditional Roman Catholic 
ideology had been suspicious of the powers of the state, the rapid 
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process of secularization meant that religion was no longer an effective 
base for defence of the nation. Moreover, secularization made it possible 
for Quebeckers to embrace the provincial state as the instrument 
through which they could gain control over their own economic and 
political destiny. Meanwhile, the erosion of French-speaking communi- 
ties outside Quebec also encouraged a Quebec-centred nationalism, 
rather than the pan-Canadian view of a bilingual Canada. As a result, 
French-Canadian nationalism became Québécois nationalism, rooted 
not in religious or cultural distinctiveness but in the political status of 
membership in Quebec society. Quebec nationalism was thus less and 
less tied to any easily definable cultural specificity as Marc-Adélard 
Tremblay (1984) shows. 

However, federalism also meant that this indépendantiste version of 
Quebec nationalism would not have a monopoly. While on one hand 
Quebeckers sought to mobilize the provincial state, others looked to the 
central government as a device to advocate an alternative view which 
emphasized the value of participation in a bilingual, bicultural country. 
The alternative visions of how to relate French and English each had a 
powerful institutional base; and the battle was fought out largely in 
relations between the federal government and the Quebec government. 
Since the arena was federalism and the protagonists governments, as 
Denis Monieére points out, “The specific powers of Quebec were at the 
very heart of the debate and the things at stake were the development 
and control of government structures” (Tremblay, 1984). 

We might also explain the post-1980 diminution in the salience of 
Quebec nationalism in similar terms. The referendum result of 1980 
seemed a clear demonstration of the observation that we made at the 
outset of this discussion, that for Quebeckers both Canada and Quebec 
are important symbols. Most Quebeckers value both a strong, vibrant 
provincial community and participation in the whole Canadian community. 

The waning of visible support for indépendantisme since the referen- 
dum is undoubtedly in part explained by the exhaustion of a generation 
of leaders who saw the project on which they had worked for so long 
frustrated. It can also be explained in part by loss of support for the Parti 
Québécois, based on a host of other issues related to its domestic 
policies. The shift also appears to be related to some more general 
factors: the increased concern for economic well-being in the face of 
severe economic disturbances; the emergence of a stronger, more self- 
confident Quebec business elite that is less dependent now on assistance 
from the Quebec state; and the widespread loss of confidence in the 
ability of the state to be the instrument for social and economic develop- 
ment. It is perhaps no accident that indépendantiste Quebec nationalism 
coincided with a period of great confidence in and optimism about the 
benign potential of government in both social and economic manage- 
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ment. The danger in tying nationalism to the state was that when this 
positive view of the state changed, so did support for nationalism. As 
Marc-Adélard Tremblay argues: 


Since the Nation-State has become over the years the exclusive symbol of 
ethnic identity and national affranchisement, it comes as no surprise that 
the weakening of its credibility, not only among those who are against 
political secession but also among the many who have vigourously sup- 
ported the symbolic concept of independence, produces strong negative 
consequences on the Québécois identity. 


Directions for Reform 


Given this analysis of the interweaving of debates over community with 
those over institutions, issues, and larger economic and social trends, 
how can we think about some of the alternatives that Canadians have 
debated and will continue to debate? The question can be posed at a 
number of different levels. At one level it can be posed in terms of which 
dimension of our national existence we wish to emphasize. Is it the 
national, country-wide community to which ultimate allegiance is owed? 
Is it this community that we wish to strengthen? Is it nation-wide 
majorities that should prevail in any fundamental conflict? Do we accept 
that ‘in the final analysis the nation could admit of no competitors; it 
could tolerate no filtering of the expression of identity”? Is the modern 
liberal state one that is based on a direct relationship with individual 
citizens, who must in all important respects relate directly to the national 
government, since anything less would “divide allegiances, divide sov- 
ereignty, and weaken the nation”? (Romanow, Whyte, and Leeson, 
1984, xv) Or, as Prime Minister Trudeau put it in 1981: 


If Canada is indeed to be a nation, there must be a national will which is 
something more than the lowest common denominator among the desires of 
the provincial governments. And when there is a conflict between the 
national will and the provincial will, the national will must prevail. Other- 
wise we are not a nation. (Quoted in Dunn, 1983.) 


If this is the model, then the prescriptions follow easily. The status and 
powers of the national government are to be strengthened; those of the 
provinces are to be undermined. Policy must emphasize an overarching 
‘“‘Canadianism” and must devalue regional variety, except perhaps as 
folklore. 

At the other extreme, should we, rather than denigrating regional 
communities, celebrate them as the defining feature of the Canadian 
existence? Should we deny that national majorities have any moral 
superiority over provincial minorities? Should we see the “national will” 
as asum of the “wills” of the provincial communities which make up the 
country? Again a series of prescriptions flow: constraining federal 
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power; enhancing the authority of provinces; and deriving the national 
will from the actions of both orders of government and from the First 
Ministers’ Conference. 

These are only slight caricatures of the alternatives that competing 
governments placed before Canadians in the heat of the constitutional 
debates of 1976-82. As we have argued, in many ways this is a sterile way 
to pose the alternatives. Both extremes fundamentally deny federalism. 
One extreme entirely subordinates the provinces to the federal govern- 
ment; provincial powers would be only those that the federal govern- 
ment chose to allow the provinces to have. The other subordinates the 
federal government to the provinces: the federal government would no 
longer possess independent authority and a direct link with voters. Each 
is an open-ended assertion of power. Both extremes deny a com- 
patability between loyalty to provincial and national communities, 
which are seen as mutually antagonistic. Yet as the public opinion data 
show us, this is not how Canadians themselves perceive the alternatives. 
Both extremes also suggest that the guiding principles for constitutional 
reform should be rooted in a debate about the nature of communities. 
But we have seen that the salience of community-based concerns varies 
tremendously; citizens react to issues and policies on the basis of many 
criteria other than a sense of which kind of community comes first. 
Sense of community interacts in complex ways with other kinds of 
identity and interest. 

Another way to put the question is to ask how we can so structure our 
institutions and practices so as to ensure the greatest possibility of 
balancing and accommodating our diverse sense of community. How do 
we represent our multiple communities within political institutions, and 
how do we ensure a creative interplay between them? 

We distinguish two broad strategies. First is what might be called 
“disengagement”: ensuring each community the autonomy to pursue 
goals central to its identity through the institutions of federalism, with its 
division of powers and mechanisms of intergovernmental relations. The 
second is what we call the “integrative strategy”: representing regional 
and community interests within the institutions of the central govern- 
ment. The former has been labelled “interstate federalism,” the latter 
“intrastate federalism.” 

The disengagement strategy is inherent in the very idea of federalism. 
First, federalism equips territorially defined community with political 
institutions through which to define and pursue community purposes, 
just as it equips the national community with institutions to define and 
pursue country-wide interests. Second, federalism suggests that it is 
possible through the division of powers to specify those areas in which 
the interests of the provincial communities are to prevail, and those in 
which the national interest is to do so. In the 1867 Constitution, for 
example, the federal government was granted the powers that were 
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considered necessary to create a national economy and project the new 
country across a continent; the provinces were granted powers in those 
social and cultural spheres thought to be most central to the preservation 
of community differences. Where culturally defined communities were 
not fully encompassed within provincial boundaries, the Constitution 
Act, 1867 also provided constitutional guarantees (for example, through 
s. 133, regarding language rights, and through s. 95, regarding religious 
educational rights). 

This basic structure of federalism remains a crucial guarantor of the 
integrity of provincial communities. Nevertheless, it has proved difficult 
to sustain a clear division of powers based on a distinction between the 
interests of local and national communities. New roles for government 
cannot easily be so categorized. For example, as rights to social welfare, 
medical care, and the like came to be seen as rights which should be 
available to the whole community, citizens looked to the federal govern- 
ment to make this possible. Similarly, programs such as equalization 
became necessary as we came to believe that diversity based on varying 
community preferences might be legitimate but that diversity based on 
different levels of wealth was not. This case, indeed, illustrates the 
complementarity of provincial and national conceptions of community: 
equalization implies that it is by virtue of our participation in a national 
community that we have the right to the means which makes preserva- 
tion of the local community possible. 

Just as the development of new conceptions of the role of government 
suggested the need for expansion of the national government into pre- 
viously provincial areas, so the increasing realization of the importance 
of the economy for the maintenance of community values pushed prov- 
inces into a greater economic management role, impinging on respon- 
sibilities originally allocated to the federal government. Debate on all 
these issues and their relation to the practice of federalism was compli- 
cated by the fact that the basic question of which conception of com- 
munity would prevail had never been settled (as it had been in the United 
States, ever since the Civil War). These debates were most intense with 
respect to Quebec. Prior to 1960, as the Tremblay Report of 1956 
forcefully argued, dominant interests in Quebec saw in new social policy 
a fundamental threat to traditional values. The commission therefore 
argued for a kind of defensive nationalism which rejected both the new 
programs and their bearer, federal centralization. By the 1960s, as we 
have seen, the Quebec of the Quiet Revolution embraced the new roles 
of government; but it argued that these roles should be played by the 
provincial rather than the federal government. 

The Rowell-Sirois Commission sought to redefine a division of powers 
which captured the appropriate balance among communities; or, rather, 
it sought to reconcile community cultural values with the functional 
needs of an advanced industrial society. Thus, it proposed a limited 
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centralization of economic and social responsibilities, while leaving 
most social and cultural matters to provinces and recommending 
“national adjustment grants” to help equalize provincial abilities to 
provide their assigned services. But these recommendations ran up 
against the interests of strong provincial communities represented by 
their governments. The route we followed, therefore, was not toward a 
redefinition of what was national and what provincial, but rather toward 
the intermingling and interdependence of governments, each acting 
across the wide range of policy areas which we described earlier. As a 
result, a crucial mechanism for balancing regional and national interests 
came to be intergovernmental relationships, expressed in fiscal arrange- 
ments, shared-cost programs and the like. 

In the 1970s, the interstate version of federalist reform tended to 
emphasize the need to respond positively to the resurgence of provin- 
cialist feeling. It generally took three forms: proposals to allow provin- 
ces to constrain the exercise of federal power through limits on the broad 
discretionary powers conferred on it by the Constitution; proposals to 
shift some federal powers to the provinces (in areas such as communica- 
tions); and proposals to ensure that the provincial governments would 
have a strong voice in the formulation of federal policy in areas where 
there would be important regional effects or to give the provinces a role 
in appointments to major federal agencies. The last were not so much 
manifestations of interstate federalism as they were provincialist ver- 
sions of interstate federalism. In such areas, the national interest would 
be determined not by the federal government acting alone, in response 
either to its own electoral pressures or to other pressures, but rather by 
11 governments acting collectively. The critical assumptions here were 
that the provincial communities were to be accorded relatively greater 
weight than they had in the postwar period; and that provincial govern- 
ments were the privileged, if not the only legitimate, spokesmen for the 
interests of provincial communities. Accommodation between regional 
and national interests, therefore, would come about through bargaining 
among federal and provincial governments. 

The federal reply was twofold. It first argued the centrality of the 
national community, and of the federal Parliament and government as 
the embodiment of that community. Just as some provinces rejected the 
view that Ottawa was a legitimate representative of regions, so did some 
federal leaders reject the view that provinces, in exercising their consti- 
tutional authority, could be agents of the national interest. As Prime 
Minister Trudeau put it to Parliament: 


It is this loyalty to the whole country on which we must build if we want to 
vanquish this enemy within, this gnawing doubt, this uncertainty as to 
whether or not we will continue in 10 or 20 years to act as a strong, united 
nation. . . . We are the only group of men and women in this country who 
can speak for every Canadian. We are the only group, the only assembly in 
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this country, which can speak for the whole nation, which can express the 

national will and the national interest. (Quoted in Romanow, Whyte and 

Leeson, 1984.) 

A second part of the federal view was to argue that the federal govern- 
ment had not only the role of representing the whole country as a single 
national community but also the role of representing it in its parts. In 
other words, it too represented and articulated provincial communities; 
and it, not federal-provincial conferences, was the arena in which 
regional and national interests were to be reconciled. Federal ministers 
and MPs from Quebec were just as much representatives of the Quebec 
community as were members of the Quebec National Assembly. 

What can we conclude from such debates? In a sense, perceptions of 
community are rooted in individual psyches. There is no simple right or 
wrong, no way of demonstrating conclusively the virtue of a province- 
centred or country-centred federalism. We return to our basic view that 
regional and national identities are both legitimate, both strongly held by 
Canadians. Balancing them is not a matter of either one or the other; it is 
a matter of giving expression to both. Moreover, a view of federalism that 
sees the federal government as the sole custodian of our national exis- 
tence, and sees the provinces as the sole custodians of our regional 
interests, cannot work. Such a view is a recipe for escalating conflict. 
Moreover, it denies the other, more functional bases which underlie the 
idea of s. 91 and s. 92 in the Constitution. It is therefore more realistic to 
think in terms of a model of federalism in which it is realized that the 
provincial communities are expressed both through provincial govern- 
ments and through the policies and representative mechanisms of the 
central government; and that, collectively, provinces too carry out the 
interests and aspirations, not only of the distinct provincial community 
but also of the national community as it relates to those functions 
assigned to them. 

It follows that measures to seek more effective reconciliation of 
regional and national interests require us to strengthen both the 
machinery of intergovernmental relations and the capacity of the central 
government to represent and accommodate the interests of all regions. A 
wide variety of ways to enhance the latter has been canvassed in other 
Commission research, including reform of the electoral and party sys- 
tems, of the House of Commons, of the structure and operation of the 
bureaucracy, and, most important, of the Senate. Our canvass of reforms 
to intergovernmental machinery, as we looked at the dimensions of 
democracy and policy effectiveness, also suggested ways in which levels 
of intergovernmental conflict might be reduced, and in which inter- 
governmental relations might be oriented more to substantive policy 
concerns than to competing conceptions of community. 

We must also underline a more subtle, attitudinal dimension, what 
J.A. Corry has called “constitutional comity,” or “constitutional moral- 
ity.” Thus, as we have said, institutions alone do not shape events; 
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rather, they are shaped by events, and by the goals and aspirations of 
those who run them. The restraints on governmental excess are not 
simply the written rules of the Constitution, or the decisions of the 
judges who interpret them, or the formal procedures of conferences. Nor 
are they found only in the discipline exercised by the electorate. They 
are also found in the norms or “rules of the game” followed by the major 
actors, and in a common “public philosophy” about the nature of Cana- 
dian federalism and the roles of the two orders of government within it. It 
was this kind of public philosophy, which transcends individual issues, 
that was under such strain in the 1970s. 

Two aspects of such constitutional comity seem particularly essential 
in the Canadian context. First is the restraint of majorities. Responsible 
parliamentary government places vast power in the hands of simple 
majorities; but it is a condition of the very existence of Canada that such 
majorities must exercise restraint, that they must not push their poten- 
tial to the limit but must temper majority rule with sensitivity to minority 
interests. The second rule applies to governments in their relations to 
one another. As Corry argues, governments in a federal system must 
strive for “a mutual comity which never overlooks advance notice and 
consultation [and] always strives for accommodation. This is just a 
necessity for genuine working federal system in a developed country in 
the late 20th century” (Corry, 1979). 

Finally, reform of the centre — intrastate federalism — and reform of 
the intergovernmental relationship should not be seen as substitutes for 
one another. Ina sense, they are indeed seen this way; they are viewed as 
alternative responses to the same problem, that of reconciling national 
and regional interests. In a sense, too, they are perceived this way in the 
political struggle. Thus, recent federal government concern with Senate 
reform and the like had, as one obvious motive, the desire to pre-empt 
the provinces, to challenge their claim to represent the regions, and to 
establish a stronger base throughout the country. If such reforms were to 
be adopted, the federal government would be in a stronger position to 
resist provincial pressures; it could do an end-run around the provincial 
governments. Provincial governments have been less than enthusiastic 
about such reforms for this very reason. To the extent that they have 
been sympathetic to central reform, they have tended to advocate 
reforms that would give provinces or their delegates greater representa- 
tion in Ottawa, as with various proposals for a “House of the Provinces” 
modelled on the Bundesrat in West Germany. It also seems probable that 
effective reform of the centre would alter the dynamic of intergovern- 
mental relations. It would strengthen the federal negotiating hand. It 
would tend to push discussion away from debates cast in terms of the 
competing models of federalism, and it would probably reinforce a 
tendency to concentrate on more concrete issues. Such changes, as we 
have pointed out, would be desirable from many points of view. 

However, in another sense, the two strategies are not competing 
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alternatives but are addressed to different, though complementary, 
goals. Regional representation at the centre is designed to ensure the 
federal government’s capacity to articulate the national interests, and its 
capacity to be sensitive to regional concerns in areas of federal jurisdic- 
tion. However well intergovernmental relations might work, we would 
still require a national government with a country-wide base of support. 
Similarly, reforms will not remove the need for federal-provincial coordi- 
nation. However well Ottawa represents the country as a whole, there 
will remain strong provincial governments, responsible for a high pro- 
portion of public spending and public revenues, deploying large 
bureaucracies, and exercising wide constitutional authority. Hence, 
intergovernmental relations will necessarily remain a central element of 
Canadian policy making. 

Perhaps even more important, it appears dangerous in the extreme to 
place the entire burden of political integration or accommodation on one 
set of institutions or linkages. We have seen how the federal party system 
was unable to bridge the regional gulfs over energy. We have seen how 
that failure in turn placed an impossible burden on the intergovernmental 
mechanism. The lesson, it appears, is that we need multiple institutions 
and multiple linkages that weave Canadians together in a multitude of 
strands, in private institutions as much as in public ones, in order fully to 
reconcile our national and regional existences. 
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Chapter 12 


Quebec: 
A Special Case? 


(This section was written with Mireille Ethier. It also draws on the 
Commission study by Daniel Latouche.) 

The distinctiveness of Quebec as a province, as a society, or as a 
“nation” within Canada has been a recurring theme in the debates 
pertaining to the design and functioning of the Canadian federation. We 
have already had occasion to refer to it frequently. Here we shall look 
more closely at the dualist character of Canadian society and at its 
reflection in the institutions and practices of federalism. We shall begin 
by exploring the question of whether Quebec is really a “‘special case,” 
to be thought of differently from other provinces, and, if so, how. We 
shall then turn to an exposition of two different models, which have been 
used to define the relationship between French- and English-speaking 
Canadians, and Quebec’s role in the federation. The first we label the 
integrationist view; the second, the autonomist. 

The two models start with a common initial premise, namely that a 
fundamental characteristic of Canadian society is the presence of two 
distinct, linguistically defined societies: “two founding peoples,” one 
English-speaking, the other French-speaking. From this, both models 
agree, it follows that a vital task of Canadian political institutions is to 
represent and accommodate this dualist reality, or partnership. How- 
ever, the models part company on a number of critical questions. We 
shall explore the premises of both models and their evolution through the 
history of Canadian federalism, concluding with a discussion of their 
implications for the division of powers and the functioning of the eco- 
nomic union. How should Quebec’s specificity be brought to bear on the 
design of federal institutions? 
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The Evolution of Quebec Nationalism 


Le nationalisme, au sens le plus large du terme, n’est rien d’autre qu’une 
synthése des aspirations, des besoins et des intéréts en attente ou al’oeuvre 
dans une société donnée, certains de caractére permanent, d’autres plus 
sensibles a la conjoncture. ! 


As the above quotation indicates, Quebec nationalism (and the relations 
between French- and English-Canadians more generally) is a permanent 
feature of Canadian political life, dating from the earliest European 
settlement of North America. On the other hand, the form in which 
Quebec nationalism is expressed, the issues around which it mobilizes, 
and the reactions of the rest of Canada are all highly variable, changing 
over time in response to a number of larger social forces. These include 
changes within Quebec society, such as urbanization, secularization and 
industrialization, and changes in the wider society, including the chang- 
ing demographic make-up of Canada and the attitudes and values of 
citizens. Expressions of Quebec nationalism have also been much 
affected by changes in the size and role of government. Two fundamental 
aspects of this evolution stand out. First is an increased tendency for 
nationalism to be defined as a political goal, focussed not so much on 
cultural and religious distinctiveness as on political rights, political 
authority, and political institutions. Second is a tendency for Quebec 
nationalism to become more territorially focussed, concentrating on the 
strength and survival of the Quebec community rather than on the 
development of a pan-Canadian French-Canadian identity. The debate 
between the autonomist and integrationist models is in large part a debate 
about the desirability and legitimacy of each of these two developments. 

In 1774 the Quebec Act, by guaranteeing religious liberty and the 
maintenance of French civil law in Lower Canada, conceded the French 
Catholic population “the right to their own institutions in matters per- 
taining to the relationship between the individuals and the state” (Leslie, 
1986). This ensured that the daily life of the French-speaking population 
was not to be affected; but tensions between French and English within 
Quebec gradually increased, focussing on the opposition of anglophone 
merchants to the policies of the Quebec legislature, where French- 
speaking Canadians were in the majority. In 1839, called to report on the 
situation in the Canadas, Lord Durham found “two nations warring in 
the bosom of a single state.” His preferred solution was eventual assim- 
ilation of French-Canadians into the dominant anglophone culture and 
economy, and the device he chose was the union of Upper and Lower 
Canada. 

The union failed not only to meet Durham’s objective but also in 
finding a political modus vivendi between the two language groups. It 
functioned in large part through concurrent majorities, which became 
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increasingly unworkable; deadlock and instability were the result. More- 
over, as the population of Canada West rapidly outgrew that of Canada 
East, the equal representation of the two groups in the United Province’s 
legislature became less and less acceptable. 

The political stalemate was an important force leading to Con- 
federation. The BNA Act contained important elements of both the 
autonomist and the integrationist views. On one hand, it provided for a 
significant degree of ‘‘disengagement.” Federalism would allow each 
community to pursue its own development without risk of imposing its 
view on others, especially in the social and cultural fields then seen to be 
the essential bulwarks of community survival. As we have seen, at the 
same time there were provisions for limited bilingualism in the Quebec 
and federal parliaments, and these provisions were later extended to 
Manitoba, a reflection of the view that the two groups would coexist 
throughout the Canadian territory. 

However, later developments served to erode this integrationist 
dimension, a product both of demographic change and of political deci- 
sions. Most important was that, following the Riel affairs, the great 
western expansion largely excluded French-Canadians. Manitoba soon 
reneged on its delegations to French-language education and public 
services. Other provinces later followed suit. Ontario undertook a series 
of harsh measures to limit French-language education. The federal gov- 
ernment was unable or unwilling to block these moves and thus effec- 
tively to defend a pan-Canadian solution to the linguistic issue. Mean- 
while, these measures promoted a process of assimilation or 
peripheralization of French-language communities outside Quebec, 
except for limited areas in New Brunswick and Ontario, a process that 
has continued to this day. As the federal government grew and as its civil 
service became more professional, it became more and more a mainly 
English-speaking institution. Dominant anglophone ideology of the 
time, with its emphasis on Protestantism and the British connection, was 
exclusivist rather than integrative in orientation. 

One crucial result was that French-Canadian nationalism was forced 
back on itself, into the Quebec milieu, where francophones retained 
their control over an effective network of political and social institutions. 
Thus, the ideal of a pan-Canadian, bilingual partnership, represented by 
Wilfrid Laurier and by Henri Bourassa, was largely supplanted by a 
more insular, Quebec-based nationalism, which emphasized the 
religious and cultural distinctiveness of Quebec as a distinct, rural, 
conservative, Catholic society with a special mission of survival in 
North America. The nationalist project therefore emphasized Quebec 
autonomy. Decentralized federalism was seen as the bulwark that should 
prevent the imposition of anglophone values on Quebeckers. This 
“defensive nationalism” was epitomized in the Tremblay Report, 1956, 
and, in attenuated form, in the policies of the Duplessis era. 
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Throughout this period, analysis of French-English issues focussed on 
the cultural differences between the two linguistic groups. Two quota- 
tions illustrate these views. The first example is provided by the Royal 
Commission on National Development in the Arts, Letters and Sciences 
in 1949 (quoted in Waddell, listed in Appendix A): 


There are in fact two Canadian cultures, almost wholly separate each from 
the other. . . . Whenever we speak of it as if it were a unit we must be careful 
to remember that its unity is the unity of a walnut — it has a single shell, but 
within the shell are two quite distinct formations of meat flimsily joined in 
the centre. The shell is the political structure of the nation. . . . The meat is 
the two cultures, as yet very lightly joined together, of French-speaking and 
English-speaking Canada. 


A few years later, the Tremblay Commission argued: 


If the French-Canadians succeeded, shortly after the conquest, in ensuring 
for themselves the free exercise of their religion and the use of their mother 
tongue, they nevertheless had to accept the political structure and the social 
organizational forms of the country’s new masters. They had, consequently, 
to submit themselves to an institutional regime bearing the stamp of a genius 
different from their own and whose spirit they neither possessed nor shared. 


The Quiet Revolution 


In the 1960s, Quebec nationalism took on some new characteristics, 
though the continuities with the past remained strong. Two changes, 
both a result of the long-delayed effect of changes within Quebec society 
itself, were fundamental. First, the emergence in Quebec of an industrial 
working class and an urban middle class focussed attention much more 
on economic inequalities and on the pattern of the ‘“‘ethnic division of 
labour” between anglophones and francophones. Ethnic differences in 
per capita incomes and occupations, and in ownership of industry came 
increasingly under attack. So did underrepresentation of francophones 
in the federal public service. Second, and again in response to underly- 
ing social changes, Quebec governments sought to modernize Quebec’s 
public services and to create a modern administrative state. Thus, 
Quebec nationalism became strongly centred on the Quebec state. This 
was further accentuated by other trends: immigration was rendering 
Quebec a much more pluralistic society, and changing values had eroded 
the cultural and religious distinctiveness on which previous expressions 
of nationalism had been based. 

The new “nationalism of growth” posed new challenges to federalism 
and to the national government. No longer was the demand simply to be 
left alone; now the demand was for the fiscal resources and jurisdictional 
powers with which Quebeckers could use the provincial state to become 
“maitres chez nous.” Federalism was now seen not so much as a device 
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which threatened the essential values of Quebec society but as a poten- 
tial strait jacket which could prevent Quebeckers from achieving their 
own goals. From the call for “‘maitres chez nous” of the Lesage govern- 
ment of the early 1960s to the “égalité ou indépendance” of the Union 
Nationale, to the ‘“‘souveraineté culturelle et fédéralisme rentable” of 
Robert Bourassa to “‘souveraineté-association” of the Parti Québécois, 
there is the common thread of a search for greater atitonomy for Quebec 
as a distinct society. Within this common thread, of course, there were 
many variations. For some, it was a question of a more decentralized, 
cooperative federalism. For others, a “statut particulier” or special 
status, in which Quebec would receive both symbolic recognition as the 
primary political expression of one-half of the Canadian duality and 
would exercise at least some powers different from those of other 
provinces. For others, the call was for a full-fledged recognition of an 
equal partnership of two independent countries cooperating on a basis of 
equality for limited economic purposes — sovereignty association. For 
yet others, the goal was a fully independent and separate Quebec. 

The nationalism of growth posed a broader challenge to the wider 
Canadian system than the earlier, more defensive nationalism had done. 
It mounted a strong challenge to anglophone dominance of the Quebec 
economy. In seeking to ensure a Quebec society that would function in 
French, not only in all public institutions but in most private ones as 
well, it threatened the status and institutions of the Quebec anglophone 
minority. And, of course, it was a challenge to the institutions and 
practices of federalism. 


Reactions to Quebec Nationalism 


Reactions to these pressures in the rest of Canada varied widely. French- 
English or Quebec-Canada relations once more came to dominate the 
Canadian political agenda through the 1960s and much of the 1970s, 
culminating in the Quebec referendum of 1980. For those who felt that a 
positive response to the ferment in Quebec was necessary, two major 
views predominated. On one hand was a tendency to accept many of the 
premises of the Quebec-based nationalism, acceding to some of the calls 
for strengthened provincial jurisdiction and for a more province-based 
federalism, as well as agreeing to some measure of special status, suchas 
the opting-out legislation of 1964 and the Quebec Pension Plan. Quebec 
led a significant provincial push for a “‘greater provincial share of major 
tax revenues” in the 1960s. 

The second tendency was to seek a greater reflection of the presence 
of francophones in the national government and throughout Canada. 
The landmark events from this perspective were the appointment of the 
Royal Commission on Bilingualism and Biculturalism (1964) and the 
passage of the Official Languages Act (1969). These measures were 
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designed to ensure that agencies of the federal government could fully 
serve Canadians in both official languages and provide full opportunity 
for francophone employment in the public service. The federal govern- 
ment also created the Office of the Commissioner of Official Languages, 
extended French-language television and other services across the 
country, and supported minority-language education in the provinces. 
These policies thus represented the integrationist side of the dialectic. 

The tension between the integrationist and the autonomist views 
sharpened in the late 1960s and through the 1970s. On the one hand, the 
federal government became increasingly opposed to further moves in the 
autonomist direction, arguing that this would deny French-Canadians 
full participation in Canadian life and would lead, bit by bit, down a 
slippery slope to independence, as one by one the links between individ- 
ual Quebeckers and the federal government were cut. On the other hand, 
the Parti Québécois, elected in 1976, represented the full flowering of the 
autonomist model. The debate was fully engaged. 

Each model makes a number of crucial assumptions. They differ on 
the very nature of the collectivities to be represented. The autonomist 
sees the relationship as that between Quebec and Canada. Quebec is a 
distinct French-speaking society. It is a minority in Canada. Hence, the 
Quebec government is the only political instrument through which 
French-Canadians can achieve their goals. ““French-power” in Ottawa is 
tenuous at best. Moreover, it is felt that French-speaking communities 
outside Quebec are not viable communities. They face irreversible pres- 
sures for assimilation. Hence, argue the autonomists, extension of 
French-language rights and services outside Quebec can only bea sham, 
flying in the face of sociological, economic, and political realities. Only 
in Quebec is it truly possible to work and live in French in Canada. 

The integrationists deny the association between “‘Quebec”’ and 
“French Canada.” They point out that some 20 percent of all fran- 
cophones live outside Quebec and that about 20 percent of all 
Quebeckers are not francophones. They argue that the autonomist view 
ignores both these points. Moreover, while autonomists focus on 
Quebec as a society, a network of institutions, integrationists see lan- 
guage more as a matter of individual rights, a property of persons, not of 
societies; and while the autonomists see the federal government funda- 
mentally as the government of English Canada, integrationists deny this 
premise, arguing that it is demonstrably possible for francophones to be 
represented, and to exercise power, within central institutions. 

From these and other differences flow the prescriptions for the design 
of Canadian institutions associated with each model. The autonomists 
place little weight on services at the national level or on reform of the 
centre. Their emphasis is on ensuring the capacity of the Quebec govern- 
ment to shape Quebec society, including its linguistic character. Rela- 
tions between English Canada and French Canada are to be reflected 
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primarily in relations between the two governments. Since the defeat of 
the full-fledged autonomist option in the 1980 referendum, the autono- 
mist view has been on the defensive, articulated largely in terms of 
Quebec’s “traditional demands,” such as a veto over future constitu- 
tional amendments. 

The integrationist prescriptions have focussed on the extension of 
minority-language rights and services across the country. More recently, 
with the vogue for “intrastate” federalist proposals, the integrationist 
view has included suggestions that at least some national institutions 
should incorporate dualism in their structure. The most common sug- 
gestion in this vein is to enshrine dualism into a reformed Senate, for 
example by giving the Senate special powers with respect to matters 
crucial to language, and by ensuring that on such issues there must be a 
majority of francophone, as well as anglophone, members for the pas- 
sage of a bill. Other such proposals include special francophone repre- 
sentation on culturally significant agencies, such as the CRTC, and 
constitutional entrenchment of francophone representation on the 
Supreme Court. 

In a sense, as we have seen, these are fundamentally opposed models. 
Yet as recent history has shown, each has had important successes and 
important failures. On the one hand, it is true that the Parti Québécois 
version of autonomism was defeated in the referendum and also in the 
subsequent constitutional settlement, which the Government of Quebec 
could not support. In addition, a number of aspects of Quebec’s language 
laws have been successfully challenged in the courts. Despite these 
setbacks, the autonomist can point to important successes. Through the 
device of a strong Quebec government operating within the federal 
system, it has been possible to render Quebec a far more fully French- 
speaking society, to bring about major changes in the structure of 
ownership and opportunity in Quebec business, to bring about a major 
change in the role of the Quebec state, and so on. Indeed, one interpreta- 
tion of the Quebec referendum result may be that it reflected a sense 
among Quebeckers not that they had failed but that they had succeeded: 
federalism had not proved an insurmountable hurdle. 

The integrationist view obviously prevailed in the constitutional set- 
tlement. In one sense, its achievements were limited, for they were a far 
cry from a bilingual Canada from sea to sea. Yet here, too, there have 
been major successes. The public face and, to a lesser extent, the private 
practice of federal institutions are far more responsive and reflective of 
the Canadian duality than ever before. There have been significant 
increases in the proportion of francophones in the public service and in 
the importance of portfolios held by francophones. The 1985 report of 
the commissioner of official languages gave a guardedly optimistic 
assessment of the effect of the changes and of their likely permanence. 
On the larger plane, it is also true that the economic differences between 
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French- and English-speaking Canadians have virtually disappeared, 
and that a strong, dynamic Quebec-based private sector has emerged. 
The tensions and the struggles that marked the period from 1960 to 1981 
seem no longer to be so divisive. An optimist might argue that beneath 
the debates about alternative constitutional options, on which con- 
sensus seemed impossible, a larger accommodation has emerged. But, 
as recent disputes over language in Manitoba and New Brunswick 
demonstrate, the ghosts of the past are not easily laid to rest. No doubt 
new events and new conditions will renew tensions and require us again 
to revise the accommodation between French and English, and between 
Quebec and Canada. Each set of terms captures part of the reality of 
Canadian dualism; neither captures it all. 

Despite the waning of tension and the apparent recent decline of 
Quebec nationalism, finding a way for Quebeckers to embrace the 
revised Constitution of 1982 remains an important challenge to Cana- 
dians. Without this, the store of legitimacy with which the Canadian 
state may face new difficulties will be greatly depleted. The Quebec 
government has recently made public its proposals to reach agreement 
on the Constitution. These include a formal recognition in the Constitu- 
tion of “the existence of a people in Quebec”; Quebec’s exclusive right 
to determine its official language and to legislate over linguistic matters 
under its jurisdiction; the possibility for francophones outside Quebec to 
get education in French (s. 23 of the Constitution Act, 1982) in exchange 
for the same treatment of anglophones in Quebec; and recognition that 
the Quebec Charter of Human Rights should be the only binding con- 
straint for Quebec laws (except for s. 3 to s. 5 which guarantee demo- 
cratic rights). In addition to these modifications, the Quebec government 
is asking for a modification of the constitutional amendment procedure 
in order to provide Quebec with a veto over modifications of federal 
institutions and the establishment of new provinces, and to give it a veto 
or a reasonable and mandatory compensation in the event of non- 
participation in an amendment. The Quebec government’s document 
also put forward several propositions regarding changes to the division 
of powers in order to enhance its ability to control the economy, as well 
as the cultural and linguistic spheres. This recognizes the fact that one 
can no longer separate these dimensions. Whether such proposals form 
the basis for a new accommodation remains unclear. 


Conclusion 


There is no agreement as to which view of the Canadian federation is the 
best one. Throughout history both approaches have had their propo- 
nents. What matters is to find a way to preserve Canada’s bilingual 
character by giving all individuals equal opportunities, regardless of 
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their ethnic origins. Individual rights do not seem to offer enough 
guarantees that this goal will be achieved. The institutional structures 
which are necessary to cultural survival now exist only in Quebec, and 
this is why Quebec should remain the major foyer of French culture in 
Canada. Collective rights, as well as individual rights, are needed by the 
members of cultural minorities in order to protect themselves from 
assimilation. What this means in practice is that we may be facing a 
trade-off between the efficiency of the economic union and the preserva- 
tion of the French culture. The solution to this, however, does not lie ina 
new division of powers which centralizes economic powers and 
decentralizes others. As Ronald Watts remarked (in Simeon, ed., 1977, 
p. 51), “A simple compromise between economic centralization and 
cultural provincialization has invariably proved to be no longer a real- 
istic possibility.” 
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Conclusion: 
The Living Canadian Constitution? 


In 1970, Alan Cairns observed: 


Constitutions capable of responding and adapting to the perils of change 
have sufficient scarcity value to be treated with the deference appropriate to 
rare achievements. All the more curious, therefore, has been the detached, 
unappreciative Canadian attitude to one of the most durable and successful 
constitutions in the world. 


Institutions, he went on, are, “when wisely constructed and carefully 
tended, evolving human arrangements for avoiding the ravages of time 
by flexibly responding to the demands which confront them.” The 
central message of a century of constitutional development, he argued, 
“was the flexibility of a living constitution.” The BNA Act did not 
“constitute a cake of custom which has held subsequent generations of 
Canadians in unwilling thralldom in a world they never made. . . . The 
constitution has worked and grown in response to the shifting conditions 
thrown up by the passage of time” (Cairns, 1970, pp. 144-48). 

Fifteen years later, would we reiterate his positive assessment of the 
institutions and practices of Canadian federalism? In the intervening 
period, the system has undergone severe strains, at times leading many 
to fear for its very survival. Many, including Cairns himself (1977, 1979) 
came to judge these institutions much more harshly. There has been a 
widespread sense that federalism has failed us in terms of all three sets of 
values which we discussed at the outset and on which our discussion has 
been organized. Underlying all these criticisms are two rather different 
kinds of assertion about the contemporary relationship between institu- 
tions-and societies. 
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On one hand is the view that institutions are beyond the control of the 
citizens they nominally serve, or that they are no longer congruent with 
social needs. No longer expressions of society, much less its servants or 
instruments, institutions are believed, in an era of expansive govern- 
ment, to have taken ona life of their own, to respond to their own internal 
dynamic, to be autonomous, not merely in the sense that some insulation 
from public and group pressure is necessary for governments to act in 
the “public interest,’ but also in the much more radical sense that 
institutions and their incumbents are no longer subject to effective 
restraints. They seek to mould and manipulate society in pursuit of their 
own “governmental” interests. 

Federalism from this perspective multiplies this perversity of institu- 
tions, subjecting citizens to the tug-of-war between two sets of 
aggressive, empire-building elites. In this image of ““governmentalized 
federalism,” all three of the sets of virtues claimed for federalism are 
sacrificed, and they no longer have much realistic meaning. Instead of 
two orders of authority checking and controlling each other, providing 
multiple opportunities for participation, and serving the people by bid- 
ding for their support, we find two remote, isolated sets of governments 
conducting their executive federalism in ways that exclude the public. 
Instead of the dynamism, innovation, variety, and experiment that is 
claimed for federalism, we find inflexibility and rigidity, overlap and 
contradiction, a policy-making system paralyzed by interdependence. 
Instead of reconciling community interests through a combination of 
decentralization and accommodation within effective bridging institu- 
tions, we find institutions entrenching and exacerbating community 
divisions. There is a long litany of other examples. The evolution of 
federalism, in this view, may have been a response to underlying societal 
needs; but as a consequence of the resulting growth of government, we 
have created a Frankenstein monster (or I1 of them) which has taken ona 
life of its own and which mocks the very values that justified its creation. 

The second perspective suggests not that institutions are beyond the 
reach or control of society, but rather that society is beyond the control 
of institutions. If the optimistic postwar image was one which saw in the 
new capacities of the state the ability to create the good, just, tolerant, 
and ever-more-affluent society, the dominant present image is the 
reverse. It is one which sees governments contending with forces over 
which they have very little control. It is of governments trying, with 
limited success, to cope with international economic forces, with multi- 
national corporations, with the implications of demographic changes, 
and with a cacophony of popular demands. It is one of public authority 
which does not so much pull at levers as push at strings. Where the image 
was once of government as the rider, guiding society with skilful manip- 
ulation of stirrups and reins, now the image is of the rider clutching onto 
the mane for dear life, stirrups and reins flying. 
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This image, too, can underlie a sense of the crisis of federalism. It 
suggests that our loss of faith in federal institutions is only part of a larger 
loss of faith in the capacity of governments generally — a “Canadian 
disease” with the same causes, but different manifestations, as the 
British, Italian, or American “‘disease.”’ Provinces become more active 
in economic policy making because they see the federal government as 
ineffectual; but province building, in turn, reveals itself to be no less 
ineffectual when global changes in the terms of trade put paid to gran- 
diose plans. Efforts to create a truly bilingual Canada, or to establish an 
independent Quebec nation, turn out to be limited by the intractable 
realities of society and economy, whether in Manitoba, New Brunswick, 
or Quebec. Democracy allows many voices to be heard, but it turns out 
to be incapable of welding the disparate voices into a clear sense of 
public purpose. 

Both these negative visions have been prominent in Canadian 
debates. Both have a certain plausibility. The criticisms they make of our 
institutions are often correct. We can all cite dozens of examples of both 
the perversity and overbearingness of governments, and of their ineffec- 
tuality. But just as Cairns insisted in 1970 that those who wished to throw 
out our inherited institutions and start anew were wrong, so we would 
echo the point today. There are indeed severe tensions, both within and 
between the perspectives we have explored: between federalism and 
parliamentary democracy; between executive federalism and account- 
ability; between country- and province-centred views; and between the 
emphasis on the need for coordinated harmonized policy and the empha- 
Sis On variety and experiment. All these tensions become more acute and 
difficult to deal with in an era of expanded government. However, we 
should not ignore the fact that, in important ways, these tensions also 
confronted the framers of the Constitution of 1867 and that, in varying 
forms, they have confronted every generation of Canadians since. It is 
too easy to see the contemporary dilemmas either as peculiar to our own 
time or as unique to our own country. The “Confederation bargain”’ was 
always ambiguous and incomplete. It has continually been necessary to 
rework it, as social and economic change, changes in the role of govern- 
ment, and the advent of new political values and aspirations all rendered 
old accommodations obsolete or unworkable. To expect such adjust- 
ments to be painless, harmonious, consensual, rapid, or automatic — or 
to expect that the results will satisfy all interests — is to deny the reality 
of politics in a diverse, complex, changing society. 

From this viewpoint, then, we would echo Cairns. The Constitution 
and the practices that have grown up around it have been remarkably 
successful, as institutions go. They have permitted an on-going, rough- 
and-ready, and always questionable adaptation to new needs. They have 
changed and adapted to new roles for the state and to new popular 
concerns. Although the constitutional experience amply demonstrated 


Chapter 13 195 


b] 


the strength of “institutional conservatism,” we have patriated the 
Constitution, have provided ourselves with an amending formula and, 
most important, have adopted a Charter of Rights and Freedoms, which 
is sure to become another vital factor that will both complicate and 
enrich federalism. Institutional reforms, whether to the Senate or to the 
mechanisms of intergovernmental relations, have been less easy to 
achieve; but in less formal and visible ways, there has been much 
experiment with new and varied relationships. We have, through the 
institutions of federalism, been able to forge compromises on some of 
the issues that most deeply divided us in the decade that followed 
Cairns’s 1970 article. We have balanced competing values. Neither the 
view that federalism is “the problem” nor the view that it is merely an 
obsolete set of institutions, an inconvenient set of barriers that we have 
to find a way round, captures the dynamism that federalism contributes 
to the Canadian political system. 
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Part III Y 


Federalism and Economic Performance 
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Chapter 14 


Introduction 


To this point, the monograph has dealt mainly with the design and 
operation of political institutions. Part I showed why federalism is, in 
principle, the optimal form of government for a regionally diverse 
society such as Canada. Public goods and services can be delivered more 
efficiently if responsibility for them is correctly allocated among national 
and regional authorities; the process of governing can be made more 
democratic and more responsive to citizen input; and the integrity of 
regionally based communities can be more effectively preserved. To say 
that federalism can provide these advantages, though, is not to say that 
any particular federation actually does operate in such an ideal manner. 
The main task of Part I, therefore, was to assess the extent to which the 
various institutions of Canadian federalism have been designed and 
operated according to expectations. 

The present part shifts primary attention from political institutions to 
the economy. Conceptually, however, the approach remains much the 
same. We are still interested in whether our institutions allow us to 
appropriate all or most of the benefits our endowments promise. We 
begin with the recognition that in terms of economic geography, as in 
political and social ones, Canada is a large and diverse nation. There is a 
national economy, but there are a number of distinct regional economies 
as well. This simple and obvious fact raises three questions. Are there 
new economic policy issues in sucha setting, or do familiar ones take on 
a different hue? If either is the case, how is the task of economic 
management best conducted? How does the Canadian record in this 
respect rate? 

These questions clearly bring us back to the functional perspective on 
federalism introduced in Part I, and it is important to understand how 
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the chapters to follow will relate to that material. The argument made 
earlier was that a properly designed federal structure would enhance the 
effectiveness of the public-sector role in the economy. The expectation 
of federalism, in other words, is that enunciated by Albert Breton (1983): 


The proposition I wish to defend is that, from the point of view of production 
efficiency, a federal governmental structure will lead to an allocation of local 
public goods that is superior to the “best” allocation achievable by a 
centralized governmental structure and, consequently, that, ceteris par- 
ibus, the rate of economic development will be greater in a federal than ina 
central state. 


We now ask how Canadian federalism meets this test. Are our federal 
institutions designed and operated in a manner that permits us to take 
maximum advantage of the economic opportunities open to Canadians? 
If they are not, does the fault lie in design and operation or in the fact that 
economic objectives are not the only relevant criteria? In the former 
case, reforms are possible; in the latter, we shall have uncovered some of 
the fundamental trade-offs inherent in a federal system. These trade- 
offs, as we shall see, derive precisely from the other two values intro- 
duced in Part I: democracy and community. In the economy, as in our 
political institutions, all three criteria must be accommodated. 

The organization of Part II is as follows. Chapters 15, 16 and 17 are 
theoretical. In Chapter 15 we explain why analyses of federalism and 
economic performance have tended to be cast in an economic union 
framework, thereby utilizing analytical tools developed originally for 
quite another purpose: the study of international relations. In Chapter 16 
we provide a brief exposition of the principles of integration that make 
up the theory of economic union. This proceeds by way of looking at a 
continuum of levels of association, moving from the lowest to the highest 
degree of integration. At each successive stage we indicate what impor- 
tant new policy issues are raised by the additional harmonization 
entailed. Chapter 17 provides a discussion of how the efficiency and 
redistributive effects of economic distortions are calculated, on the 
presumption that the methodology underlying the studies cited must be 
clear if the evidence they provide is to be convincing. 

Chapters 18, 19 and 20 then apply these principles to the Canadian 
federal state. The organization of this material takes its cue directly from 
the theoretical framework introduced at the outset. Canada is viewed 
successively as a customs union, then as a free trade arrangement of the 
several regions, and finally as an economic union. At each stage we 
introduce the policy issues unique to that type of arrangement and we 
review the evidence on Canadian experience in these respects. The 
object at each point is to determine how Canadian federalism meets the 
needs both of individual regions and of the nation as a whole. 
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Chapter 15 


Conceptual Framework 


Economic analysis generally proceeds from the perspective of the 
national economy as a whole. It asks what determines the degree to 
which the nation’s productive capacity is utilized at any particular time, 
and how fast it grows. It also looks at how output is distributed among 
individuals, and whether the record on this score meets some criterion of 
fairness. Finally, it dwells on the processes whereby an economy such as 
Canada’s adjusts to change, how new technologies are adapted, how 
workers leave old employments for new ones, and how investors reallo- 
cate funds as economic prospects shift. 

Such a discussion, however, proceeds as if all economic activity took 
place at one location. Economic growth refers to increases in real per 
capita GNP; income distribution is classified according to age, sex, 
occupation, and language or ethnic group; adjustment refers to the 
problems of relocating capital and labour from sectors in relative decline 
to those in ascendancy. 

The first step in making the analysis more realistic is to recognize the 
obvious fact that economic activity is spread across space, and that 
workers or machines have a geographical address as well as an industrial 
or occupational one. Doing this makes the analysis significantly more 
complex, however. Now we also need to inquire into how particular 
subsets (regions) of the national economy perform and how they affect 
and are affected by national variables. We also need to compare incomes 
across regions. Does a worker or investor in one part of the country earn 
the same as his or her otherwise identical counterpart in another? Even 
adjustment takes on added complexity, for now migration is a further 
option to a fall in an individual’s real earnings. Since the process of 


201 


geographical relocation is different from intersectoral movement, a dif- 
ferent analysis is required, and policy prescriptions are likely to change 
as a result. 

Introducing space into the analysis in this manner clearly makes the 
analysis more realistic. Yet even this does not take us far enough. We 
need to recognize further that in the Canadian case regions are actually 
provinces. They are not just clusters of economic activity; they have 
formal constitutional status and possess real economic and social 
powers. Further, and much more importantly, they are also political 
units or communities to which residents feel emotional ties, sometimes 
strongly so. In short, they are formal and legitimate groupings in our 
society such that it makes sense to think and talk about their “welfare” 
in the same way that we talk about Canadian interests and aspirations. 

Adding a federal dimension to the discussion makes the analysis 
substantially more complex still. Now the aggregate growth rate of a 
province is more than just part of a broader economic process. We are 
talking instead about the ability of a political unit to provide for the 
economic future of its residents on a continuing basis. The location of 
jobs or investment matters. Since individuals have locational prefer- 
ences, it becomes important to ask whether their economic livelihood 
can be secured in the province of their choosing. One asks, in other 
words, much the same questions at the provincial level that one asks of 
the national economy in more traditional analyses. 

Income distribution issues also become substantially more complex. 
We need to do more than simply compare incomes of similar individuals 
across space. Now we are drawn to compare per capita real incomes of 
entire regions. There is a further presumption, often unspoken but 
always there, that average economic well-being should be approxi- 
mately the same across provinces. If it is not, as it seldom is, there is held 
to be cause for policy concern. 

Economic adjustment issues fare no better. Aggregate economic 
growth theory simply ignores interregional adjustment mechanisms. 
Regional economics considers them explicitly, but it treats distance as 
but one of a number of determinants of how economic activity adjusts to 
exogenous disturbances or shocks. Adding federalism to the discussion 
brings a host of political and social considerations to bear on the inter- 
regional adjustment process. Out-migration, for example, is no longer 
just an adjustment mechanism. If significant enough, regional communi- 
ties are threatened. Thus, movements which seem justified on economic 
efficiency grounds may be opposed, nonetheless, because of these 
broader criteria. Policy makers are judged not just by their ability to 
provide jobs for everyone seeking work but also by their success in 
delivering the jobs in whichever area of the country they are sought. 

Analysis of the process of policy making is similarly more complex in 
a federal state. Ordinarily, one looks at the ability of government authori- 
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ties to recognize problems in the economy, to investigate alternative 
possible solutions to them, and then to implement and manage whatever 
policies are finally settled on. Some of these issues are technical in 
nature: trade-offs among goals, the relationship between goals and 
policy instruments, the effect of private-sector expectations on policy 
effectiveness, and so forth. Others are more political: the role of lobby 
groups in the policy process; and whether there is a political business 
cycle geared to election timing. 

In a federal state all of these issues exist, as well as a host of new ones. 
There are now two or more levels of government, multiple actors, and 
constitutionally divided authority. Studying policy making now also 
becomes a task of understanding the interrelationships among govern- 
ments. How does the central government relate to the provinces? How 
do the provinces relate to one another? How are common interests acted 
upon? How are conflicts resolved? How can one devise rules and pro- 
cedures to govern these interdependencies, rules which can simul- 
taneously promote the pursuit of collective ends and yet respect local 
autonomy? How can policies be made fair across regions as well as 
across Classes, occupational groups, and sexes? 

The implication of the preceding remarks is that the traditional frame- 
works for studying both economic performance and policy making, 
while providing important insights, are inadequate in a federal context. 
Regional economics ignores the political integrity of the regional units in 
question. Theories of policy making developed in the context of a 
unitary state ignore interdependence among governments. The analysis 
of federalism and economic performance clearly must begin elsewhere. 

It will be noted that in both examples cited — economic performance 
and the process of policy formation — there is a common element, 
namely, the presence of a number of distinct but interdependent political 
units with interests that are sometimes competing and are sometimes 
complementary. In some important senses, this suggests that regions are 
really no different from nations. They have their own goals and objec- 
tives, they have a range of policy tools with which to pursue them, and 
they operate in a highly interdependent setting. 

If regions are viewed for analytical purposes as nations, the direction 
in which to proceed becomes clear. There are rich literatures on interna- 
tional integration in economics, politics, and law. Each deals with spe- 
cific aspects of interdependence. Economists are interested in the deter- 
minants and implications of trade and factor flows across jurisdictions, 
in the process of adjustment to shocks, in policy harmonization, and in 
the distribution of income that integration brings about. Political scien- 
tists are interested in the domestic and international forces which push 
toward increasing or decreasing levels of integration, in the institutional 
framework for managing integration, and in the dynamics of bargaining 
among the member units. Lawyers are interested in the design and 
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operation of the formal rules governing the association, and the effect of 
these on the public and private actors in the system. 

The economic aspects of integration were originally developed in 
concert with the emergence of multinational trading blocs in the postwar 
period. The literature! on this examines the resource allocative and 
distributive implications of successively removing barriers to the flow of 
goods and services, then removing barriers to factor movements, and 
finally reducing differences in national economic policies. 

The principles can be usefully applied, with some slight modifications, 
to interregional linkages within a federation. One needs simply to think 
of the nation in spatial terms, as a plane with a number of separate 
‘“clusters’”’ of economic activity. The national economy becomes the 
aggregate of a number of distinct, spatially separate, regional econo- 
mies. Since economic structures vary, so will comparative advantages. 
There are potential gains from interregional trade and specialization just 
as there are among nations. Capital and labour are also free to relocate, 
adding a further avenue of interregional growth and adjustment. These 
trade and factor flows also have predictable effects on the value of factor 
prices across regions, allowing one to address the issue of economic 
disparities. The literature also addresses some of the considerations 
involved in coordinating economic policy. Finally, the methodology 
allows some insight into how the benefits and costs of integration might 
be allocated across members, providing a link to the perennial Canadian 
issue of regional economic alienation. 

Political scientists have also examined the federation using models 
drawn from bargaining theory and international relations. One of the 
first was Simeon’s (1972) study of Federal-Provincial Diplomacy. Others, 
such as Charles Pentland, in his study for the Commission (see Appen- 
dix A), have explored comparisons between Canada and the European 
Economic Community (EEC), an enterprise greatly stimulated by the 
debate over the feasibility of sovereignty association. Economists have 
also recently begun to apply concepts of strategic behaviour, borrowed 
from bargaining theory, to the study of federalism. Brander’s research 
paper (see Appendix A) provides an introduction to this literature. The 
legal perspective on integration, explored in Bernier’s Commission 
study (see Appendix A), looks at the institutions of international eco- 
nomic associations (GATT, EEC) and compares them to those needed to 
sustain a federation. It sees the need for the latter to have a similarly 
constituted set of principles as the former, for them to be enshrined ina 
basic document, and for a system of subsequent agreements to deal with 
ambiguity and overlap. It also examines the adjudicatory capacity of 
each of these arrangements. 

The analogy between regions and nation-states cannot be pushed too 
far, however. Regional governments may have goals that reflect, more or 
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less accurately, the wishes of their electorates; but their voters are also 
part of a nation-state, which has acomplementary set of values that must 
be accommodated. Provinces do have constitutional authority over 
matters of economic and social management, but it is incomplete. The 
central government will control other policy areas that are just as impor- 
tant to provincial residents. Interdependence is almost certainly higher 
among provinces than even among small nations, by virtue of national 
programs if nothing else; so the need to consider interregional linkages is 
that much greater. Thus, while there is much insight to be gained from 
theories on trade and diplomacy, there is also much to be wary about. It 
is ultimately the adaption of these insights to the particular institutions of 
Canadian federalism that can provide the proper analytical framework. 
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Principles of Integration 


The principles of economic integration can best be illustrated by adopt- 
ing the vantage point of an hypothetical small regional economy. At any 
particular time, the region will possess a given stock of capital, labour, 
land, and resources, and will have access to technical information. 
These endowments allow it to produce a number of products for export 
at internationally competitive rates, and to turn out others destined for 
local markets behind the protection offered by transport costs. The fact 
that it is small, in an international sense, means it is a price taker on 
goods and capital markets. Capital and technology are taken to be 
internationally mobile, but labour and natural resources are not. 

Let us assume, to begin with, that the region in question is an indepen- 
dent unit in the sense that it has full control over all external and internal 
economic policies. There are three basic options open to it in its relations 
with the rest of the world. One option is for it to adopt a protectionist 
position, preferring to promote the development of its own industries. 
There are internal benefits to such a policy, most obviously to factors 
employed in the protected sectors. There are also costs. Real incomes 
would almost certainly be lower as a result of the failure to take advan- 
tage of the gains to trade and specialization that freer trade would 
permit. 

A second option for the region would be to remove duties on all 
products and services, either unilaterally or in conjunction with all of its 
trading partners. If complete multilateral free trade were to be achieved, 
the region would be able to exploit fully the real output gains by spe- 
cializing in those products for which it had a comparative advantage and 
by trading for those that others produced relatively more efficiently. The 
important point to note, for purposes of comparison later, is that under 
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this option the region would normally be purchasing its imports from the 
internationally lowest-cost suppliers. 

Multilateral free trade has always been an elusive goal, though, what- 
ever its economic merits. This explains why nations have been drawn to 
a third option, that of membership in some type of regional economic 
association. There are several possibilities in this respect. The first, and 
the least restrictive from the viewpoint of any individual member, is a 
free-trade association. Each partner would remove duties and other 
restrictions on products from other members, but each would be free to 
levy whatever rates it wanted on non-member imports. This is really just 
amore limited version of multilateral free trade, probably with fewer real 
income benefits, since the scope for specialization is less. Since the 
region can still, if it wishes, buy from the lowest-cost international 
supplier, there are no significant additional internal efficiency or dis- 
tributive issues to consider, beyond those associated with multilateral 
free trade. 

A somewhat more restrictive form of economic association comes 
with the formation of a customs union. Now all members maintain a 
common external tariff on non-member imports, in addition to free trade 
among themselves. The main reason for the common duty is to avoid the 
flow-through problem common to free-trade areas: the tendency for non- 
members to attempt to gain access to the inarkets of high-tariff partners 
by shipping products via low-tariff members. 

Customs unions raise some interesting allocative and distributive 
questions that are not present in a free-trade area. The first of these 
stems from the fact that not every regional trade grouping will neces- 
sarily generate a surplus. Economic gains to integration occur when the 
interregional trade that follows formation of the union results in produc- 
tion being shifted from high-cost local sources to lower-cost partners 
(trade creation). These benefits are proportionately greater according to 
how inefficient the now-defunct producers were and according to how 
close the new suppliers are to being internationally competitive. Con- 
versely, if imports are diverted from cheaper non-member sources to 
more costly internal ones because of the imposition of a common exter- 
nal tariff which is higher than the one residents faced before, welfare 
losses may result (trade diversion). Hence, the obvious question is 
whether the Canadian customs union in aggregate is trade-creating or 
trade-diverting. 

The fact that some regions may be internationally cost competitive in 
their main outputs, while others are not, gives rise to the second policy 
issue associated with a customs union. Is the trade grouping biased in 
the sense that some members benefit in a real income sense from the 
nation’s commercial policies while others lose? If so, how exactly does 
this income transfer occur? Anyone even remotely familiar with Cana- 


208 Part Ill 


dian history will recognize how important an issue this has been for the 
nation for more than a century. 

Internal trade is the final topic of interest in the context of a customs 
union. In principle, goods and services are free to move interregionally; 
in practice, they may not be free to do so. How numerous are barriers of 
this type? How costly are they in an economic sense? Why do they exist 
if they are both formally prohibited and economically costly? How can 
the economic distortions they introduce be kept to a minimum? 

The next step on the integration spectrum is a common market, where 
capital and labour, as well as goods and services, are free to relocate. 
Factor mobility is sought in part because it is complementary to trade in 
the role it can play in maximizing aggregate output. Additionally, adjust- 
ment to interregional shocks is easier if capital and labour are free to 
relocate in response to differential economic rewards. In effect, mobility 
provides a type of employment insurance, permitting the fullest possible 
gains from interregional specialization and trade. Factors caught in a 
declining industry in one region can move to expanding industries that 
are more naturally and efficiently located in another region. This insur- 
ance feature is even more pronounced if there is provision, as there 
typically is, for short-run regional adjustment assistance. 

There are several new conceptual issues associated with the formation 
of a common market, each of which leads to new areas of policy 
concern. Most obviously, are factors really free to move interregionally 
as is intended? If not, what are the economic costs of the barriers in 
place? Why do restrictions to relocation exist if they are economically 
costly? How does one devise a set of rules, analogous to those covering 
products, that permits mobility yet recognizes the concerns that regional 
communities may have about it? 

A further point introduced by factor mobility is that the notion of 
unequal incidence of government policies becomes much more com- 
plex. Specifically, how can residents in any region be said to be disadvan- 
taged relative to those in another, when they always have the option of 
taking their capital and labour services to the favoured area? How can 
tariffs be said to favour Ontario at the expense of Saskatchewan, for 
example, when residents of the latter province can always take jobs and 
can purchase equity in those protected eastern industries? There are still 
reasons for retaining the concept of unequal benefits since mobility is 
never perfect and never without costs, but they need to be made carefully. 

Issues of income distribution and economic adjustment also take ona 
new dimension in a common market framework. What should we expect 
the distribution of income across regions to look like, given interregional 
factor mobility? How should adjustment to shocks take place? What is 
the actual Canadian experience in each respect? 

An even more advanced form of economic integration is an economic 
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union, where a broad range of domestic economic and social policies are 
harmonized as well. This additional step is normally taken to facilitate 
the interregional exchange of goods, services, and factors; but it, too, 
introduces some unique conceptual and hence policy issues. There is 
first a technical concern. How exactly are policies to be harmonized, and 
to what extent? Should authority be delegated to a central government? 
Should it be left to the provinces to coordinate among themselves? 
Should there be some mix of the two? Or might the appropriate degree of 
harmonization occur naturally, in response to economic and political 
pressures? 

The second issue stems from the recognition that policies adopted 
collectively will not always be to the advantage of individual members. 
Sometimes they will be irrelevant; at other times, potentially harmful. 
The more dissimilar the economic and social bases of the members are, 
the greater is the possibility of a conflict on this score. The central issues 
that arise out of this fact can be phrased in the following questions: How 
does one ensure that central government policy initiatives are suffi- 
ciently cognizant of disparate regional requirements? Alternatively, how 
does one ensure that the decentralized nature of decision making in a 
federation does not preclude coordinated efforts when they are neces- 
sary? What sort of voting rules should govern the making of policies? 
Should all members be treated equally, or should members be weighted 
according to population? Should decision making be by unanimity or by 
something less? 

At each of these stages of integration, the design of the appropriate 
political and legal mechanisms to govern the relationship is a critical 
question. The higher the level of integration, the greater are the interde- 
pendencies, and hence the greater are the number of questions to be 
decided — and enforced — collectively. Similarly, the higher the level 
of integration, the greater is the need for citizens in each of the member 
states to develop loyalty and attachment to the new larger unit and to see 
its growth and welfare as important. 

A free-trade area needs only minimal institutional structure beyond 
the free-trade agreement itself. Yet even here there will be a need for 
mechanisms, of a quasi-judicial sort perhaps, to ensure that members 
abide by the rules. For example, it would be necessary to ensure that 
non-tariff barriers, such as discriminatory product standards or unfair 
subsidies, are not used to subvert the free-trade agreement. 

A customs union greatly expands the domain in which choices must 
be made collectively. Now the member units must agree on a common 
external tariff. The units may well have significantly differing interests to 
resolve, so agreement could include development of some compensating 
mechanisms in the form of interregional transfers. Machinery must be 
developed to make this kind of decision. 

Things become even more complicated in a common market. Now 
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harmonization must widen to include such things as labour regulation if 
full mobility is to be achieved in practice. More and more of each unit’s 
policies will be seen to have implications for the operation of the com- 
mon market, and thus each will be more concerned with what the other 
does. In a full economic union, not only is harmonization to avoid 
barriers required, but there must also be common decisions in such 
crucial areas as fiscal and monetary policies. Similarly, the more open 
the market, the more difficult it will be for the units to develop their own 
social security and redistributive policies. At least some aspects of these 
will need to become the responsibility of the units collectively. 

Thus, as the scope of common interests grows, the need for more 
inclusive institutions grows. At the lowest level, a courtlike process may 
be sufficient. At the intermediate level, confederal bodies made up of 
representatives of member states are required, such as the Council of 
Ministers in the EEC or the institutions of partnership proposed by the 
Parti Québécois in its model of sovereignty association. Given divergent 
interests, such confederal bodies can easily become mechanisms for 
deadlock. There is a need, therefore, to create institutions which serve 
the entire community. Conceptually, the critical shift occurs with full 
economic and political association. Confederal institutions are now seen 
as insufficient to bear the full burden of managing interdependencies and 
making collective decisions, and of building the community-wide con- 
sensus necessary to make them effective. Hence, there is need for the 
institutions of federalism; for a central political authority endowed with 
formal powers, and with its own independent base of support in the 
larger community. No longer is it sufficient for central mechanisms to be 
simply administrative creations of the member governments. 

In closing, it is useful to contrast the theoretical approach which we 
have just sketched, and which we shall employ in the following pages, 
with the alternative we labelled as proceeding from a national perspec- 
tive. The difference comes down to which end of the integration spec- 
trum one starts from. In the case of the unitary state, the regional aspects 
of the multiple linkages among sectors, between workers and owners, 
and between consumers and producers are ignored. The overriding goal 
is to maximize aggregate national output. Federalism is seen as a politi- 
cal and attitudinal structure imposed on a single economic entity, almost 
as a constraint. Courchene’s analysis of economic management (see 
Appendix A) in fact uses exactly this language when describing the 
range of options open to a society. The policy object, as Courchene puts 
it, is to maximize aggregate output, subject to a series of increasingly 
restrictive assumptions about the desired regional distribution of income 
and output. The more restrictive the constraint is, the lower the attaina- 
ble output is assumed to be. 

The policy questions that arise from this perspective are essentially 
negative in tone. Do federal institutions act to fragment the economy 
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along national lines? Does the distribution of political authority coincide 
with the spatial organization of the economy? Does the division of 
powers allow effective management of the economy as a whole? By 
contrast, the perspective that we employ starts with regional economies, 
and it asks under what circumstances these units will find it in their 
interests to harmonize their economic policies and how they will choose 
to do so. Regional diversity is given and harmonization sought, rather 
than harmonization being assured and increasing degrees of diversity 
being merely tolerated. 

Neither perspective is exactly correct for purposes of analyzing eco- 
nomic performance in a federal state. Canada is not a confederation, 
with regional loyalties only and with provinces free to opt in or out of 
national economic policies as they wish. Thus, integration theory can be 
no more than an analytical guide. On the other hand, Canada is not a 
truly national economy and polity upon which divided jurisdiction has 
been imposed. Federalism was chosen in 1867 and has been maintained 
since then for a number of reasons, as we outlined in Part I. Hence, it is 
at least as misleading to treat federalism as something that constrains 
Canadians. We have opted for the regional approach, partly because of 
the rich analytical tools available but also out of sympathy for a view that 
embraces federalism as opposed to one that ruefully acknowledges it. 

These theoretical points set the stage for the remaining chapters of 
Part III. Canada is viewed, for analytical purposes, as the composite ofa 
number of structurally distinct regional economies. We shall proceed by 
looking at each of the successive stages of integration in turn. Thus, in 
Chapter 18, Canada is depicted as a customs union, with no impedi- 
ments to trade among the provinces but with a common external tariff. 
The next step, the topic of Chapter 19, is to add the common market 
dimension, namely that factors of production, as well as goods and 
services, are intended to flow freely interregionally. In Chapter 20, 
viewing Canada as a full economic union adds the element of economic 
and social policy management to round out the picture. First, however, 
we Shall provide a brief introduction to the techniques for calculating 
efficiency and redistributive impacts of economic policies. 
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Chapter 17 


Calculating Efficiency and Redistributive 
Impacts of Economic Policies 


Throughout the remainder of Part III we shall make continual references 
to the effect that tariffs, or procurement policies, or freight rate distor- 
tions “cost” the economy $x annually, representing y% of GNP, or that 
they can be shown to redistribute so many millions of dollars of income 
from one group to another. References such as these are familiar to most 
students of Canadian policy, appearing in even the most popular of 
accounts. Yet the methods by which they are arrived at are often not 
understood. Since much rests on the numbers in what follows, in the 
sense that they are our main evidence on the performance of the Cana- 
dian economic union, it is imperative to be clear about what exactly they 
tell us. To understand the calculations, though, means going through a 
brief exposition of simple welfare economics. We provide such a discus- 
sion here, using tariffs as an example of a policy distortion. The frame- 
work developed along the way will be used, with some modifications at 
each point, for the succession of policy issues covered in the remaining 
chapters of Part III. 


A Simple Partial-Equilibrium Model 


The most common technique for calculating the impacts of govern- 
ment policies is that known as partial-equilibrium analysis. The market 
in question is made the sole focus of the analysis, ignoring any links to 
other parts of the economy. A tax on cigarettes, for example, is scru- 
tinized for its effects on the price and quantity of that product alone. No 
explicit attention is paid to what the tax might mean for the price of 
cigars, the wages of tobacco workers, or for government revenues. 
Important though these linkages may be, the presumption is that for 
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purposes of this particular analysis, understanding them is not worth the 
considerably more involved analytical tools required. 

The most basic partial-equilibrium analysis begins by specifying a 
demand and supply curve for the product or service. Since calculations 
of efficiency losses and notions of income redistribution depend cru- 
cially on what these schedules presume to tell us about consumers and 
producers, it is necessary to consider them in somewhat more detail. 

Consider first the demand side of the economy, represented by the 
demand curve in Figure 17-1. The downward slope reflects the usual 
assumption that the amount of any product consumers will buy varies 
inversely with the price per unit. At P, the quantity purchased per time 
period will be Q,; at the lower price of P, quantity demanded will rise to 
Q,. Consumers who were already in the market at P, will purchase more 
as the price falls, and new buyers will enter the market. 

The most useful information contained in a demand curve, however, 
comes from looking at it from the bottom up. For each point on the 
horizontal axis, the demand curve can be interpreted as showing the 
maximum price that consumers would be willing to pay for that level of 
output in each period. From this perspective, the downward slope 
indicates that consumers will value each successive unit of the product 
slightly less. The first few units are eagerly sought, with succeeding ones 
less so, until a point is reached (where the demand curve crosses the 
horizontal axis) when no value is placed on an additional unit of con- 
sumption. 

This notion of a declining value attached to successive units of con- 
sumption, together with the observation that in most markets all units of 
a product sold in each time period fetch the same price, creates what is 
known as consumer surplus. Refer again to Figure 17-1. If the price is P,, 
consumers will purchase Q, per time period, paying the same price for 
the first units they consume as for the last; but they would have been 
willing, if necessary, to pay much more than P, for the first unit; and for 
the second, and for the third, and so on. It is only the last unit that they 
consume, in fact, for which they are forced to pay exactly what the 
demand curve tells us it is worth to them. On all preceding units, they 
received a surplus, equal to the maximum price they would have been 
willing to pay, minus the price they actually did pay. By summing the 
surplus per unit over all units consumed, we derive a measure of total 
consumer surplus (area cbP, in Figure 17-1). 

The concept of consumer surplus is useful when it comes to evaluating 
the welfare effects of government policies. To illustrate, suppose that in 
Figure 17-1 the price were to be raised to P, from P, by an excise tax on 
the product, for example. Consumer surplus is now caP, rather than 
cbP.,. Well-being (welfare, in technical jargon) has been reduced by the 
amount P,P,ba as a result of the price rise. The link to welfare analysis 
comes from understanding exactly what this area represents. Viewed 
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FIGURE 17-1 Illustration of Consumer Surplus 
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one way, P,P,ba is the minimum amount by which consumers would 
need to be compensated in order to be as well off after the price rise as 
before it. Viewed conversely, it is the maximum amount they would pay 
out to avoid the price increase. Changes in consumer surplus, either 
positive or negative, can thus provide a measure of the gains or losses to 
consumers as a result of the introduction of government policies that 
distort prices of goods and services. 

The supply side of the market is represented by an upward sloping 
supply curve, as shown in Figure 17-2. The higher the price, the greater 
is the quantity that producers will be willing to put on the market. As 
with demand curves, however, the information most relevant for welfare 
analysis comes from looking at the function the other way round. For 
each point on the horizontal axis, the supply curve shows the minimum 
price that would be needed to call forth that amount of supply. Thus, in 
Figure 17-2, if Q, units are to be supplied, the price must be at least P,. If 
quantities are to maintained at Q, units per time period, the higher price 
of P, must prevail. 

The shape of the supply curve, together with the fact that normally 
only one price is charged for all units sold, generates a producer surplus 
equivalent to the notion of consumer surplus encountered above. Con- 
sider Figure 17-2 again. Suppose the price were P, and producers were 
supplying Q, units per time period. This means they are receiving P, for 
the first unit they produce, and for the second, for the third, and so forth. 
Yet they would have been willing to produce these earlier units for less 
than P,. It is only the final unit produced, in fact, for which the price that 
actually prevails is also the minimum one required. There is a surplus on 
all others equal to the difference between the price that is actually 
received by producers and the minimum necessary to induce supply. 
Geometrically, in Figure 17-2, this producer surplus can be identified as 
the area aP,c if the price is P,. 
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FIGURE 17-2 Illustration of Producer Surplus 
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Producer surplus will change as prices do. In Figure 17-2, for exam- 
ple, if the price were to fall to P,, quantity supplied would drop to Q, and 
producer surplus would decline to the area aP,b. Producers are now 
worse off than they were before by the amount P,cbP,. As with con- 
sumer surplus measures, this can be identified as the minimum amount 
by which suppliers would need to be compensated to make them indif- 
ferent to the price change. Alternatively, and also analogously, it is the 
maximum amount they would pay out to avoid the price decline. 


Tariffs as an Illustration 


The example of a protective tariff illustrates nicely how the concepts of 
producer and consumer surplus are used to analyze the efficiency and 
redistributive effects of policy changes. Figure 17-3 shows the supply 
and demand functions for some particular commodity. The world price, 
which is also assumed to prevail in the country for the moment, is P,,. 
The country is assumed to be able to purchase as much foreign produce 
as it wishes at this price; that is, the foreign supply curve, S, is perfectly 
elastic. Domestic supply at P,,, is Q,, demand is Q,, and imports are the 
difference equal to Q,Q,. Assume now that a tariff is put on imports 
which has the effect of raising the price within the country to P,,(1+0). 
Domestic supply increases to Q, as a result, demand falls to Q,, and 
imports shrink to Q,Q,. The duty has had the intended effect of inducing 
consumers to switch from imported supplies to the products of their own 
industries. 
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FIGURE 17-3 Impact of a Tariff 
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What are the welfare effects of the duty? Consumers are now worse off 
by an amount equal to the sum of the areas | + 2 + 3 + 4—the 
decline in consumer surplus from above. A portion of their loss, area | to 
be exact, reappears as a gain to domestic producers, presumably as 
government authorities intended. Another chunk equal to the amount 
represented by area 3 goes to the government as tariff revenue, perhaps 
as intended as well. These are the redistributive aspects of the tariff: 
consumers are taxed for the benefit of domestic producers and the 
government, ignoring any of the latter loss that might be returned to 
them subsequently in the form of public goods. 

The efficiency costs of the tariff come from the fact that there are two 
areas of consumer loss that do not reappear as gains to anyone: triangles 
2 and 4. These are deadweight production and consumption losses 
respectively. Area 2 represents the extra resource costs of replacing 
Q,Q, units of imports by higher-cost domestic supplies. Capital and 
labour are diverted to this sector, from more productive employments 
elsewhere, by the artificially higher returns afforded by the tariff protec- 
tion. Area 4 is deadweight consumer loss. It represents the surplus that 
consumers were enjoying when they had access to cheaper international 
supplies. This surplus is now irretrievably lost. When the supply and 
demand curves are more elastic (or “flatter,” roughly speaking), then the 
triangles will be larger and hence the efficiency losses will be greater. 
Conversely, the steeper they are, the more the effects of the tariff will 
come out as redistributive in nature. 

It is relatively straightforward to estimate the sizes of these various 
transfers and deadweight losses. The distance P,, to P,,, (1+0) is the 
amount by which domestic prices are raised as a consequence of the 
tariff, normally assumed to be equal to the full amount of the tariff 
protection; Q, and Q, represent actual or observed production and 
consumption figures for which data typically exist; Q, can be determined 
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from information on supply elasticities, as can Q, from information on 
the demand curve. Either these technical parameters can be estimated 
directly or a range of “reasonable” numbers can be used to determine 
how sensitive the results are to the assumed shape of the schedules. 

Calculations of tariff costs using this simple partial-equilibrium frame- 
work typically turn up quite small numbers, a few percentage points of 
GNP at the outside. Whalley’s monograph (see Appendix A) gives a 
survey of estimates for Canada. These are generally in line with early 
calculations, using much the same model, of static efficiency costs of 
monopoly or tax distortions, or of the real income gains deriving from 
the formation of the EEC. Closer to home, estimates in the 1970s of the 
costs of Quebec independence also turned out to be small, using this 
method of analysis (Hazeldine, 1979). 

More recent estimates of efficiency losses have tended to come out 
with larger numbers, however. The explanation for these results lies in 
the models used. Specifically, researchers have gone beyond the simple 
static partial-equilibrium framework depicted in Figure 17-3 to incorpo- 
rate a number of additional resource allocation effects. If results can be 
model specific in this way, however, they may also be model specific in 
an analysis of economic union. Thus, it is worth sketching briefly the 
differences in approach. 

Losses are small in the simple partial-equilibrium models because the 
major effects of the tariff are redistributive (from consumers to pro- 
ducers and governments) and hence they net out. In Figure 17-3 for 
example, the entire area | accrues to domestic producers as tariff rent. 
Suppose, however, that P,, (1 + f) is the minimum price at which any 
local production can occur; that there is no domestic supply curve below 
this price in effect. At P,, (1 + #) producers can just cover costs, 
including a normal return on capital and labour, by producing Q, units 
per period. If the price were to fall even slightly, production would shut 
down completely as plant and equipment wore out. 

The welfare effects of the tariff are now very different. At the world 
price, P,,, all Q, units would be imported. With the tariff, Q, are pro- 
duced domestically and only Q,Q, imported. Areas 2 and 4 are still 
deadweight losses as before, and area 3 is still tariff revenue. Area 1, 
however, becomes a deadweight loss rather than a transfer. The entire 
amount must go just to cover the additional resource costs involved in 
replacing Q, units of imports by an equivalent amount of domestic 
production. Canadian operations are earning no tariff rents in this case; 
even with protection, they are simply covering basic costs. In the 
extreme case where the tariff is set high enough to preclude imports 
completely, the entire consumer surplus foregone is deadweight effi- 
ciency loss. Even tariff revenues to government will have been dissi- 
pated in propping up inefficient local industry. 

Another qualification to the basic partial-equilibrium model comes 
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from recent developments in what is known as rent-seeking behaviour. 
The basic idea behind this concept is very simple. Area lin Figure 17-3 is 
interpreted as rent that firms would receive if political authorities could 
only be persuaded to introduce a protective tariff. Accordingly, it pays to 
invest resources in “seeking” these rents, mainly by political lobbying 
but in other ways as well. At the limit, firms will pay out an amount equal 
to the expected value of the income gain. The entire rent is dissipated, in 
other words, and calculations of the efficiency costs of the tariff should 
take this waste into account. To our knowledge, though, no one has 
attempted to estimate what these costs might be in the Canadian case. 


General Equilibrium Analysis 


The other general modelling approach to analyzing policy issues is that 
termed general equilibrium analysis. This literature begins with the 
recognition that in a modern, complex economy, developments in one 
market will affect and in turn be affected by developments in others. If 
the full impact of any policy change is to be understood, these interde- 
pendencies must all be incorporated explicitly into the model. In terms 
of the example of a cigarette tax, which we presented at the outset, one 
worries about the impact on the price of cigars or on the wages of 
workers, partly for their own sake but also because they are thought to 
feed back in a second-round effect onto the cigarette market. 

In the few pages available, we can do no more than provide the briefest 
of descriptions of a topic as complex as general equilibrium modelling. 
However, even such a limited discussion will be useful, since we shall be 
relying on empirical results obtained from just such a model that was 
developed specifically for the Commission by John Whalley (see Appen- 
dix A). For a fuller treatment the reader is referred to chapter 4 of 
Whalley’s monograph and to the references contained therein. 

The first step in constructing a general equilibrium model is to decide 
upon its general design, tailoring it to the appropriate policy issues and 
to the type of economy with which one is dealing. How many sectors are 
there to be? How many factors of production? What is to be assumed 
about the mobility of factors? Is there to be a government sector? Are 
there special taxes or government programs that need to be modelled 
explicitly? Is it an aggregate model, or are there to be several distinct 
regions? How does the economy relate to the rest of the world? 

The remainder of the task is more technical. Consumer preferences 
are represented by a utility function linking total satisfaction or well- 
being to levels of consumption of goods and services, and sometimes to 
other things such as wealth or leisure time. Demand curves for individual 
products are then derived by assuming that consumers allocate a fixed 
income over the available goods and services in a manner that max- 
imizes total utility. 
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The output side is represented by production functions which sum- 
marize for each commodity the technical relationship between factor 
inputs and production outcomes. Supply curves are then derived from 
these functions by assuming that producers will always adjust output 
and the given product and factor prices in order to maximize profits. 
With a demand and a supply curve specified for each of the commodities 
in the model, the product market is complete. 

Factor markets are similarly represented by sets of supply and 
demand curves. Owners of capital, labour, and land are assumed to 
adjust the quantity of each factor that they are willing to supply as 
perceptions of economic gain alter. Workers make choices about income 
from work versus leisure. Owners of capital and land are assumed to be 
attempting to maximize their stream of returns. On the part of firms, 
demand curves for factor inputs follow directly from the production 
functions and from the assumption of profit-maximizing behaviour. For 
each level of desired product output and given factor prices, a unique 
quantity of each type of input is demanded. 

Simple general equilibrium models stop at this point and impose the 
condition that all markets, both product and factor, must clear simul- 
taneously; that is, there can be no excess demand or supply in any of 
them. In economic terms, this means searching for a vector of prices 
which will produce this result. Technically, it means solving a system of 
simultaneous equations that contains the same number of equations 
(demand and supply functions) as it does unknowns (prices and quantities). 

Suppose that there is a set of prices and quantities that will clear all 
markets simultaneously, and that it is unique (which is not always the 
case). Suppose, further, that there is then some shock to the economy: a 
shift in preferences toward or away from some product, a technical 
change in some production process, etc. The initial impact is to put that 
market out of equilibrium and to cause those producers and consumers 
to begin to adjust the amounts they are willing to buy and sell. Moreover, 
if one market is out of equilibrium, all are. Consumers can only increase 
consumption of some products by cutting back on others. Producers can 
only expand output by hiring more capital and labour, which must be 
attracted from other employments. Yet if factors are to be lured away, 
their prices must rise, which increases consumer incomes, which affects 
product demands, which in turn affects the production decisions of 
firms, and so on. 

Technically, one simply resolves the system of simultaneous equa- 
tions for the new set of prices and quantities which now clear all markets 
simultaneously. By comparing these new values with the old ones, one 
has an estimate of the general equilibrium impact of whatever shocked 
the economy in the first place. If it was a tax or tariff, or a government 
spending decision or regulation, the full impact of the measure can be 
ascertained. 
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Analytically, one both gains and loses by moving from partial to 
general equilibrium analysis. Being able to take interdependencies into 
account explicitly is obviously a great attraction, and in some cases it is 
unavoidable if correct results are to be obtained. The price, though, is 
that analytical complexity multiplies rapidly. Even simple GE models 
are cumbersome, and each additional relationship introduced adds to 
this. The costs of solving numerically based models mount rapidly, even 
on high-speed computers. More seriously, perhaps, it is not always 
possible after a time to explain seemingly counterintuitive results. The 
model is simply too complex to be easily understood. Normally, the 
solution to this difficulty is to specify individual sectors or policy instru- 
ments as simply as possible. Unfortunately, though, this practice loses 
much of the richness which partial-equilibrium analysis can provide. 
The correct attitude to economic modelling, therefore, is the one 
espoused by Whalley; the two techniques should be seen as comple- 
ments rather than substitutes. 

Whichever method of analysis is used, the conclusions tend to be that 
the direct economic costs of internal barriers to trade in Canada are quite 
small: removing them would not result in dramatic economic gains. 
Interestingly enough, economic analyses of the possible economic 
effects if Quebec were to separate from the rest of Canada yielded 
similarly modest estimates. The interesting question is whether the 
models used capture all the factors necessary to effective prediction. 
One line of argument suggests that they don’t — that they cannot fully 
take into account the ““dynamic”’ factors, in that real world markets are 
not abstractions made up of numberless buyers and sellers each acting 
rationally, but rather are made of real human beings with numerous 
values and concerns that directly affect their behaviour. Thus, to return 
to the Quebec independence example, it could be argued that a move- 
ment to actually achieve independence would have massively increased 
social tensions, would have led to angry counterreactions by English 
Canadians against Quebec producers, would have provoked a huge 
disruption on a wide scale, greatly escalating the “costs” of separation. 
The problem is that such factors are political and psychological: they 
cannot easily be predicted or quantified; they are not susceptible to the 
economic models we have summarized. But to argue that we lack the 
methodology to include them in our models is of course a far cry from 
arguing that they are unimportant in the real world. Similarly, though 
less dramatically, one might suggest the possibility that the dynamic 
costs of barriers to the Canadian market may have greater costs than the 
markets indicate if, for example, they lead Canadians to be less mobile, 
lead Canadian business to be more parochial and less outward looking, 
or lead to a fragmented, inefficient industrial structure that is ill- 
equipped to compete in larger international markets. 
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Canada as a Customs Union 


This chapter reviews the evidence on the performance of Canada viewed 
as a customs union. This involves looking at two very different issues. 
The first relates to the allocative and distributive impacts of the common 
external tariff, and in particular at how these effects show up inter- 
regionally. The other concern is the extent to which goods and services 
can move freely within the nation. We shall deal with these issues 
separately. First, however, we must provide some sense of the “customs 
union” that is Canada. Thus, we shall begin with a brief sketch of the 
extent and pattern of interregional trade. 


Trade in Goods and Services, by Region 


Table 18-1 provides a general overview of production and trade in 
Canada. Total output in 1979, the most recent year for which appropriate 
data exist, was nearly $444 billion. Slightly more than one-half of this 
production was in the form of services. Manufactured goods made up 
approximately another one-third, with primary products constituting 
only 10 percent. 

Turning from composition to destination of total output, the first 
impression is the apparent importance of intraprovincial transactions. 
Two-thirds of everything produced in Canada in 1979 found its initial 
market in the province in which it was produced. One-fifth of total output 
moved interprovincially, while 15 percent was sent abroad. These agegre- 
gate figures are nearly identical to 1974 levels,! meaning that this dis- 
tribution is one that has prevailed for some time. There is an important 
warning in these data. If only one out of $5 of output produced in Canada 
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is shipped among provinces, we should not expect distortions affecting 
these flows to be as significant as others, such as taxes, which affect 
much larger volumes of transactions. 

Services should really be treated separately, since many of them by 
their nature can only be traded locally. Only 44 percent of total output of 
goods finds its first market within the province of origin, for example, 
compared to 82 percent of all services. In 1979, more than one-quarter of 
goods production (nearly $54 billion in total) was shipped interprovin- 
cially. This figure is only slightly less than the $59 billion of exports 
recorded in that year. For the Canadian economy as a whole, inter- 
regional trade in goods is as important as foreign trade. Within the broad 
category termed “goods,” primary products tend to be relatively more 
export oriented, while manufactured products rely more on sales to 
other provinces. There was a slight shift in market dependence over the 
five years from 1974 as well. Exactly one-half of all goods produced in 
1974 were sold internally, compared to 44 percent at the end of the 
decade. 

These observations are gleaned from highly aggregate data, however. 
There are many products (mineral fuels, for example) for which extra- 
provincial markets dominate; and there are others, such as dairy prod- 
ucts, which are produced almost exclusively for local markets. Like- 
wise, some manufactured products find their main markets outside 
Canada, and some services trade extensively across regions. It is this 
great disparity across product types that makes any quick generalization 
about the Canadian customs union so misleading. 

Table 18-2 gives the values and shares of output of goods by province, 
and the first destinations of provincial output. Figure 18-1 provides the 
same information in a different format. As might be expected, the two 
central provinces dominate the totals. Ontario alone accounts for nearly 
42 percent of all goods production in Canada, and Quebec accounts for 
another 23 percent. Alberta contributes 13 percent of production, and 
British Columbia contributes another 11 percent. No other province 
records more than 3.3 percent of the total. These figures are reflected 
quite closely in the relative shares of interprovincial trade. Some 39 
percent of all goods that moved interprovincially in Canada in 1979 
originated in Ontario (20.9/53.9), and another 24 percent in Quebec. 
Alberta is next in importance at 17 percent, and British Columbia fourth 
at 6 percent. From a national perspective then, barriers will only appear 
significant to the extent that they affect bilateral trade between Ontario 
and Quebec. With the possible exception of energy products from 
Alberta, no other provincial economy is large enough to distort national 
efficiency significantly. 

Aggregate economic effects are not the only topic of interest, though. 
It is equally important in a federation to assess the contribution of the 
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FIGURE 18-1 Destination of Goods, Canada and Provinces, 1979 


Percent 


Provinces 
Nfld. 


YREEENIWeT: 


All Provinces 


Source: Interprovincial Trade Flow Data, 1979, Input-Output Division, Statistics Canada. 


economic union to the well-being of each individual province. For 
example, if a small province is highly dependent on sales to other 
regions, and if these transactions are threatened by internal barriers to 
trade, that province has every reason to be concerned, even if national 
totals will be only marginally affected. We must, therefore, look at the 
economic union from the viewpoint of each constituent unit. 
Provinces vary considerably in their links to internal, extraprovincial, 
and international markets. There are three broad groupings of provinces, 
according to where the largest portion of their output is sold initially. The 
local market is the most important destination for six provinces: Prince 
Edward Island, Nova Scotia, Ontario, Quebec, Alberta, and British 
Columbia. In the two central provinces about one-half of all output is 
sold internally, with the remainder about evenly split between out-of- 
province sales and exports. Thus, while these two jurisdictions domi- 
nate Canadian interprovincial trade in absolute quantitative terms, in a 
relative sense they are less tied to the national market than some other 


Chapter 18 227 


regions are. In the case of British Columbia, exports are nearly as 
important as local sales, but shipments to other Canadian regions are 
proportionately very small. In fact, of all regions except the northern 
territories, British Columbia is by far the least integrated economically 
with the rest of Canada. For the other three provinces in this group, the 
B.C. pattern is reversed; the Canadian market dominates the export 
market. Extraprovincial sales account for from one-third to two-fifths of 
all those recorded. 

Four provinces find the largest markets for their goods outside 
Canada. For two, New Brunswick and Saskatchewan, the remainder of 
their output is approximately equally divided between their own internal 
market and other provincial markets. Newfoundland and the two north- 
ern territories, on the other hand, rival British Columbia when it comes 
to shipments to other Canadians. Manitoba is the only jurisdiction that 
sells more to other provinces than it sells either internally or to for- 
eigners. Over 40 percent of goods produced in Manitoba are destined for 
markets elsewhere in Canada. One-third are retained internally and only 
one-quarter are sent abroad. Manitoba’s economy thus seems to be the 
most bound up with the future of the Canadian customs union, in the 
sense that internal trade disruptions would have the greatest relative 
impact. Prince Edward Island, Alberta, and Nova Scotia also depend 
almost as much on sales to other provinces as they do on internal sales, 
so one should probably group them with Manitoba. 

The alternative way to view the Canadian customs union from the 
viewpoint of an individual province is to ask where the province finds its 
sources of supply of goods and services. Table 18-3 and Figure 18-2 
distinguish among internal supply, purchases from other provinces, and 
imports from abroad. The same general patterns are apparent as those 
for the production of goods, but with some interesting differences. 
Ontario and Quebec dominate in an absolute sense, as they did in Table 
18-2, together accounting for two-thirds of all goods consumed. They 
also take exactly one-half of all goods shipped interprovincially 
[(12.6 + 14.8)/53.9]. Alberta and British Columbia account for another 
one-quarter of such sales, with the rest being distributed fairly evenly 
among the remaining smaller economies. From a national perspective, 
then, it is again really only the four largest provinces, and especially the 
two central ones, that could affect national economic efficiency by 
introducing barriers to interprovincial trade. 

As with sales, though, the situation of individual provinces within the 
economic union is equally important. While imports are the source for 32 
percent of goods on a national basis, in no province do imports from the 
other provinces predominate over locally produced goods or goods 
originating elsewhere in Canada. In four cases — Ontario, Quebec, 
British Columbia, and Alberta — the largest portion of consumption Is 
supplied by local goods. The other six provinces and the two territories 
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FIGURE 18-2 Source of Goods, Canada and Provinces, 1979 


Percent 


Provinces 
Nfld. 


Libs NW, 


Source: Interprovincial Trade Flow Data, 1979, Input-Output Division, Statistics Canada. 


purchase the largest portion of their consumption from other parts of 
Canada. From a utilization perspective, therefore, more than from a 
destination perspective, the Canadian customs union is integral to the 
economic life of the majority of Canadian provinces. 

The preceding information can be given yet another perspective by 
combining it to calculate trade balances on interprovincial and interna- 
tional transactions for each province. These results are reported for 
goods alone in Table 18-4, and for goods and services combined in Table 
18-5. Here we can see the full implications of the Canadian customs 
union overall for each individual province. The tables also provide some 
insight into the debates over how fair Confederation is to individual 
regions, although it does not allow one to assess the claims. 

One piece of technical information is essential in interpreting these 
results. A trade deficit, denoted with a minus sign in the tables, means 
that the province is importing from that source of supply more than it is 
providing in return. A deficit overall means that aggregate consumption 
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TABLE 18-4 Trade Balances on Goods by Province, 1979 
(millions of dollars) 


Balance with Balance on Overall 

Other Provinces External Trade Balance 

Nfld. — 1,031 767 — 264 
BE.I. — 249 15 ~—234 
N.S. — 755 — $27 — 1,582 
N.B. — 1,082 — 104 — 17186 
Que. vel lie — 4,624 
Ont. 6,123 —8,724 — 2,601 
Man. —711 — 232 — 943 
Sask. — 1,439 1,682 243 
Alta. 2,009 2,695 4,704 
B.C. — 3,080 ood 3d. — 343 
Y.T./N.W.T. — 33/ 329 —8 


Source: Calculated from Interprovincial Trade Flow Data, 1979, Input-Output Division, 
Statistics Canada. 


for that jurisdiction exceeds aggregate output. Consumption can only 
exceed production on a continuing basis if there is an offsetting transfer 
of funds with which to finance this overspending. Conversely, a surplus 
overall means that aggregate output exceeds what the residents of the 
region are consuming. Either the region must be accumulating financial 
claims on non-residents or there must be a policy-induced transfer of 
funds out of the region. It is here that the trade patterns within the 
Canadian customs union can be linked to fiscal transfers. 

Table 18-4 shows that only two provinces, Alberta and Saskatchewan, 
show a surplus on overall trade in goods. Alberta shows a positive 
balance on both internal and external transactions, while Saskatche- 
wan’s success in international markets offsets a deficit position on trade 
with other provinces. All other provinces in 1979 consumed more in the 
way of goods than they produced. For Nova Scotia, New Brunswick, 
and Manitoba, this was true on both interprovincial and international 
accounts. In the case of Newfoundland, Prince Edward Island, British 
Columbia, and the two territories, a positive balance with foreign 
nations offsets a portion of the deficit with other Canadian regions. For 
central Canada, the situation was exactly the reverse; large external 
deficits were covered in part by a surplus of sales to over purchases from 
other provinces. 

Table 18-5 adds services, and alters the picture somewhat. Now, all 
four western provinces are in surplus, selling overall more than they 
import. Alberta does so both nationally and internationally. British 
Columbia and Saskatchewan sell more in export markets than they 
import from abroad, but they buy more from other provinces than they 
sell to them. Ontario too exhibits a small overall surplus. Manitoba and 
Ontario are the reverse of British Columbia and Saskatchewan in that the 
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TABLE 18-5 Trade Balances on Goods and Services by Province, 1979 
(millions of dollars) 


Balance with Balance on Overall 

Other Provinces External Trade Balance 

Nfld. == 1175 878 —297 
PEt. —276 24 — 252 
N.S. — 851 —872 — 1,723 
N.B. — 1,265 We, — 1,092 
Que. 219 — 4,295 — 4,076 
Ont. 7,463 —7,35/ 106 
Man. 108 — 56 53 
Sask. — 1,862 2,088 226 
Alta. 17 2,984 4,695 
BC — 3,683 4,115 432 
Y.T./N.W.T. — 389 344 — 45 


Source: Calculated from Interprovincial Trade Flow Data, 1979, Input-Output Division, 
Statistics Canada. 


surplus comes from a positive internal balance offsetting a negative 
external one. Nova Scotia is the only province that is in deficit on both 
international and interprovincial accounts, and Alberta the only one 
running a surplus on both. 

As to trade within Canada, four provinces (Quebec, Ontario, Man- 
itoba, and Alberta) were net sellers of goods and services to the other 
six. As to international trade, five provinces (Newfoundland, PE.I., 
Saskatchewan, Alberta, and B.C.) experienced surpluses with the rest 
of the world, while the other five provinces registered deficits. 

This pattern of trade imbalances has changed somewhat since 1974, 
the first year data such as these were prepared.? Ontario moved from a 
large surplus in 1974 to a much smaller one in 1979. This reflects the 
dramatic change in energy prices and the resulting large outflow of funds 
to the western provinces. The only other notable changes are shifts in the 
other direction for Manitoba and British Columbia. B.C.’s situation 
reflects energy developments as well. Manitoba’s case is more difficult to 
explain, although it probably also reflects spinoffs of the development of 
western energy. 

Two general conclusions from this brief overview of the pattern of 
production and trade within Canada will help inform our subsequent 
analysis. First, interprovincial movements of goods and services are 
only a small portion of the total activity of the Canadian economy. Thus, 
one should expect that policies that affect this subset of the economy will 
be relatively less important in their impacts than those, such as excise 
taxes, which cover a larger volume of transactions. Second, the position 
of individual provinces within the customs union varies significantly, 
most notably in discrepancies between sales to other provinces and 
purchases from them, and in relative dependence on export markets. 
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This means that trade issues, both internal and external, will have 
different impacts depending on which region is being considered. Froma 
policy perspective, therefore, there will be no easy consensus on what 
trade liberalization measures are appropriate, nor on how much effort 
should be put into enhancing internal trade. 


Interregional Aspects of the Tariff 


The tariff was shown above to create deadweight consumption and 
production losses for the Canadian economy as a whole, and to transfer 
income from individual citizens as consumers to domestic producers 
and to the national government. However, if the industry receiving 
protection is located solely or even primarily in certain parts of the 
country, as it almost inevitably will be, then the redistribution assumes a 
spatial dimension as well. Any benefits in the form of producer rents or 
jobs will be regionally concentrated, whereas the consumption burden 
will be spread out more or less evenly across the country. Within 
industrial areas, transfers will be from consumers to local producers. 
Outside them, the transfer will be from consumers to non-resident 
enterprises. It thus becomes possible to identify not only consumers, 
producers, and workers as winning or losing from the tariff, but also 
regions. 


A Simple Two-Region Trade Model 


This section is based on the Commission studies by Whalley and by 
Anderson and Bonsor (see Appendix A). The latter paper contains an 
extensive discussion of tariffs as they relate to the western and Atlantic 
regional economies. 

The simplest way to analyze the interregional impacts of the Canadian 
tariff is to extend the basic partial-equilibrium trade model introduced 
above to a two-region framework. This is done in Figure 18-3. Two 
regions are depicted, the East and the West. At the world price, P,,, 
quantity supplied in the East is Q,, quantity demanded is Q,, and 
interregional exports are 03Q,. Q> units are consumed at the world price 
in the West. Of this amount, Q, is supplied locally, and Q,Q, (equal to 
QQ.) comes from the East, while Q;Q, comes from abroad. Note the 
assumption that the West will take all of the excess supply of the East 
first, and then turn to world markets for the remainder. The usual 
explanation of this assumption is that internal transport costs are less 
than international ones. We shall have occasion to return to this point 
shortly. 

Assume, now that a tariff is imposed which raises prices of imports 
from abroad to P’,,, and that Canadian suppliers are able to raise their 
own charges to this level. Consumption in the East falls from Q, to Qo, 
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FIGURE 18-3 Interregional Aspects of the Tariff 


Price West Price East 


Quantity per 


106 Q;5Q, O72; Period QA; QQ Period 


output rises to QO), from Q,, and the quantity available for interregional 
export increases to Q,Q. In the West, quantity demanded falls to Q,, 
local supply increases from Q, to Q,, imports from the East rise to O.<Qs; 
and imports from abroad fall to Q,Q,. 

The efficiency and redistributive effects can now be read from the 
diagram. Looking at the West first, we see that consumer surplus falls by 
the sum of the areas 1 + 2 + 3 + 4+ 5 + 6. Area 1 represents a transfer 
to the region’s own producers. Area S is the duty the central government 
collects on imports from abroad. The regional distribution of this 
amount depends on how it is returned to the economy. Area3 + 4 (equal 
to 8 + 9 + 10) is the interregional income transfer. Numerically, it is 
equal to the volume of interregional trade (QQ, or QoQ), times the 
degree of tariff protection (P’,,—P,,). Area 2 is the production efficiency 
loss and area 6 is the consumption loss. The total welfare loss to the West 
is thus the sum of areas 2 + 3 + 4 + 6, assuming all tariff revenue is 
returned to the West or, equivalently, 2 + 8 + 9 + 10 + 6 if the 
interregional transfer component is expressed in its alternative form. 

Consumer surplus in the East falls by the areas 7 + 8. Producer 
surplus rises by the areas 7 + 8 + 9. So the net gain to the East is area 9. 
The national welfare effects of the tariff are then the sum of these two 
outcomes. A loss in the West of 2 + 8 + 9 + 10 + 6 and a gain in the 
East of 9 leaves an overall loss of 2 + 6 + 8 + 10. Ascanbe seen from the 
diagram, these are the production and consumption losses in each of the 
two regions, resulting because cheaper offshore supplies have been 
replaced by more expensive western and eastern production. The sum of 
these will equal the deadweight losses for the Canadian economy as a 
whole, discussed previously. The allocation of these losses by region 
will vary with the respective shares of production and consumption. 

The regional consequences of national tariffs can now easily be seen. 
In the East, consumers are worse off as a result of the tariff, but the gain 
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to producers more than compensates for this. The net benefit of the tariff 
to the region is thus equal to the volume of interregional trade in the 
protected product, times the price markup permitted by the tariff (the 
interregional transfer effect), minus an allowance for the intraregional 
production and consumption efficiency losses. In the West, local pro- 
ducers benefit slightly from the protection offered, but consumer losses 
far outweigh these bonuses. The net loss to the region is equal to the 
value of the interregional income transfer, plus tariff duties remitted to 
the central government and not returned, plus internal production and 
consumption efficiency losses. The interregional transfer that results, 
the subject of the most attention in much of the literature, is both greater 
in magnitude than the net gain to the East (because some of what eastern 
producers receive comes at the expense of eastern consumers, and some 
represents extra real resource costs of increasing eastern supply) and 
less than the total loss to the West (because the tariff revenue effects and 
the production and consumption deadweight losses must also be added in). 

It must be stressed that, in this case, there is an unambiguous inter- 
regional income transfer because of the assumption that capital and 
labour are immobile among provinces. Any jobs that are created or 
sustained by tariff protection are assumed to accrue only to eastern 
workers. Similarly, any producer rents generated flow entirely to eastern 
capital and landowners. Populations in either region are the same, both 
with and without the tariff. Thus, it makes sense to compare aggregate 
regional incomes before and after the policy change, and to associate 
them, however vaguely, with changes in welfare. This is not so easily 
done when jobs in protected sectors are open to all, or when investment 
opportunities are, as we shall see shortly. 


Interregional Trade with Transport Costs 


Melvin (1985) has recently developed an interesting variant of this basic 
two-region trade model that is of particular relevance to Canada. He 
introduces transport charges into the analysis and assumes that the cost 
of shipping manufactured goods interregionally exceeds that of trans- 
porting them internationally. What this means in terms of Figure 18-3 is 
that, at the world price P,,, the East exports its surplus production of 
QQ, internationally, while the West imports its shortfall of 0,Q, from 
abroad. There are no interregional shipments in this free-trade situation. 

Melvin then shows that if a tariff sufficient to overcome the transport 
cost differential is imposed on international imports, eastern producers 
will divert their surplus production from international markets to those 
in the West. The tariff thus acts to create interregional trade where none 
existed before; but it does so at a large resource cost in the form of 
socially wasteful transport services. Because of the tariff, goods move 
longer distances and at higher costs than they need to, and the resources 
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required to provide this service must be taken from elsewhere in the 
economy. In the limit, when tariffs are sufficient to shut out all interna- 
tional trade, the entire tariff revenue becomes dissipated as wasteful 
transport services. The implication, counterintuitive to many, is that 
there can be too much interregional trade. ‘“‘The more integration, the 
better,” is a concept that does not necessarily hold true. 

The relevance of this model to Canada is obvious. The popular inter- 
pretation of the National Policy of 1879 was that it was implemented 
precisely to divert north-south Canada-US. trade to an east-west inter- 
regional basis. Tariffs were placed on imported manufactured goods, and 
subsidies were given to construct an all-Canadian railway to run north of 
the Great Lakes. Trade between the Maritimes and central Canada was 
also promoted by the use of tariffs on imports and transport subsidies, 
including grants to complete the Intercolonial Railway. Thus, there has 
always been the suspicion that a good portion of interregional trade in 
Canada was economically “artificial” and that resources were need- 
lessly wasted hauling goods east and west. Melvin has simply formalized 
these conventional wisdoms. 


Estimates of the Regional Impact of Tariffs 


As long ago as the Rowell-Sirois Commission, attempts were made to 
calculate the regional incidence of the Canadian tariff. The conventional 
wisdom that grew up out of these and other investigations was that the 
tariff benefited the central provinces of Ontario and Quebec at the 
expense of the outlying regions. The first systematic attempt to put 
numbers to these conjectures came with Pinchin’s work (1979) for the 
Economic Council of Canada. His results (shown in Table 18-6), tend to 
confirm the traditional view. Ignoring any devaluation of the Canadian 
currency that might accompany unilateral tariff reduction, Quebec and 
Ontario were the beneficiaries of the tariff in 1970, while the other three 
regions lost. A total of $456 million flowed from the western and Atlantic 
provinces, mainly to Ontario. Losses typically amounted to over 2 
percent of local incomes, while the gains to the central provinces were 
closer to 1 percent. Allowing for a devaluation of 10 percent, the transfers 
are much less, and Quebec rather than Ontario is the largest beneficiary. 

The other major study of the interregional effects of the Canadian 
tariff is that done by Whalley for the Commission (see Appendix A). 
Whalley presents two sets of results of the impact of unilateral trade 
liberalization for Canada, using two different supply and demand elas- 
ticities, as well as one simulation with the model altered to incorporate 
Melvin’s conjectures regarding the links between tariffs and socially 
inefficient transport charges. These are summarized in Table 18-7. For 
the low elasticity value, the national welfare gain to removing the tariff in 
1981 was $145 million, or $6 per capita. Alberta and British Columbia 
would be the largest winners, at nearly $90 million each, followed by the 
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TABLE 18-6 Regional Impact of the Tariff 1970; Pinchin Estimates 


Without Devaluation With Devaluation 

Percent Percent 
Millions of of Local Millions of of Local 

Dollars Incomes Dollars Incomes 

Atlantic — 87.8 — 1.97 — 38.4 —().86 
Quebec 151.6 0.90 92.1 0.55 
Ontario 303.9 1.11 91.5 0.33 
Prairies — 216.5 —2.14 — 87.0 —().86 
Pacific — 151.3 —2.11 — 58.3 —(0.81 


Source: Pinchin (1979), Table 3-11. 


Atlantic provinces at $38 million. Quebec and Ontario lose, as expected, 
with the former deriving nearly double the benefit per capita than the 
latter from the existing arrangements. The combination of Manitoba/ 
Saskatchewan is shown as a net loser as well, a result that is consistent 
with the relatively large dependence of Manitoba on interprovincial 
trade, which we noted earlier. Saskatchewan alone would almost cer- 
tainly be a significant net beneficiary from tariff reduction. 

For larger elasticity values the results change somewhat. National 
efficiency gains are twice as large now, as expected, and they tend to 
swamp some of the interregional transfer effects. British Columbia, 
Alberta, and the Atlantic provinces continue to gain the most from 
liberalization. Manitoba/Saskatchewan continue to be worse off, 
although the figures are cut in half. More surprisingly, Ontario and 
Quebec now appear as net winners as well. Whatever losses they incur 
from reduced interregional trade are now more than offset by intra- 
regional efficiency gains. The calculations using the Melvin model (col- 
umns 5 and 6) show roughly the same results. Thus, if consumption and 
production parameters are anywhere near this large, these results imply 
that some revision of conventional wisdom about the regional impacts of 
trade liberalization is in order. 

No formal work has yet been done to extend recent calculations of 
tariff effects, showing much larger gains from liberalization, toa regional 
context by using more complex modelling techniques. However, as 
Anderson and Bonsor point out in their research paper, to the extent that 
there are real production efficiency gains to be had from intra-industry 
rationalization following upon trade liberalization, these will occur pri- 
marily to the manufacturing regions, and especially Ontario. 

Two general comments follow from the discussions of the aggregate 
and regional impacts of the Canadian tariff. First, it is clear that duties on 
foreign goods entering the country act to redistribute income inter- 
regionally, namely to Ontario, Quebec, and Manitoba from the other 
provinces. Recognizing this, customs unions often have explicit pro- 
grams to compensate areas that are adversely affected by changes in 
commercial policy. While Canada is more than a customs union, which 
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TABLE 18-7 Partial Equilibrium Estimates of the Interregional Effects 
of Removing the Federal Tariff 


Case 1 Case 2 Case 3 
$ $ $ $ $ $ 
Millions Per Capita Millions Per Capita Millions Per Capita 

Atlantic 

Provinces 38 17 45 20 43 19 
Quebec Gh coat 2 0.3 = = 015 
Ontario seat: <3 af 6 46 . 
Man./Sask. — 2 —6 = =s —7 —4 
Alberta 87 39 97 43 98 44 
British 

Columbia 90 32 103 37 100 36 
Total 145 6 291 12 275 11 


Source: Whalley (1986), Table 5-1. (Figures have been taken from latest available draft and 
should be regarded as illustrative.) 

Notes: 

Case 1: Demand and supply elasticities equal 0.5 for all products and regions. 

Case 2: Demand and supply elasticities equal 1.0 for all products and regions. 

Case 3: Case 2 plus international transport cost margin assumed to be equal to 1% and 
interregional transport cost margin assumed to be equal to 2% for all products and 
regions. 


makes the concept of a regional burden more complex, the topic of 
compensation often arises. Concessions to the West and to the Atlantic 
provinces on freight rates, for example, have often been justified as a 
quid pro quo for the regional consequences of tariffs. This argument was 
used just recently by some observers to justify compensation payments 
to western farmers for the loss of the Crow Rate. 

The second point is that evidence is mounting to suggest that tariffs 
(domestic and foreign) may impose larger efficiency costs than originally 
thought; and that in Ontario’s case at least, these may well swamp any 
income gains from interregional transfer effects. Thus, the consensus is 
slowly developing that with the possible exception of Quebec and Man- 
itoba, all provinces may lose from the tariff. If true, and given enough 
time for political forces to form along these lines, we may well be on the 
verge of a significant new push for trade liberalization. Certainly, the 
traditional forces for protection — the chartered banks or the Canadian 
Manufacturers’ Association — have recently adopted a notably more 
outward-looking stance. 

Finally, the interregional impacts of the tariff are today much less than 
they have been in the past. This is because a central thrust of Canadian 
trade policy ever since World War II has been to liberalize. Under the 
aegis of the General Agreement on Tariffs and Trade, average Canadian 
tariff levels dropped dramatically; those with the U.S., our major trading 
partner, fell even further. We have already gone far to alleviating the 
regional conflicts over the tariff. 
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Internal Trade Barriers 


The second identifying feature of a customs union is free interprovincial 
movement of goods and services among the provinces. In principle, 
there are to be no impediments to these flows. In practice, customs 
unions have considerable trouble enforcing this provision. The mere 
formation of the union does not remove the pressures for protection that 
exist in any economy. However, since formal tariff barriers are expressly 
prohibited, other means (dubbed non-tariff barriers) must be found. 
Quotas, government procurement policies, transport regulations, envi- 
ronmental or safety standards, and retail sales taxes are but a few of the 
measures that can serve this function. 

If the union were sought specifically to permit the real economic gains 
that follow from interregional specialization and trade, then distortions 
such as these are self-defeating. Any particular member might be able to 
realize some internal policy objective by erecting barriers on imports, 
but once the others responded in kind, all would end up by losing. From 
a policy viewpoint, therefore, attention centres on how to devise and 
administer rules or codes of conduct that would prohibit such beggar- 
thy-neighbour behaviour. 

The problem of internal trade barriers has received much attention in 
Canada recently.3 By some accounts, Canadian economic integration is 
seriously compromised. Long compilations of barriers to interprovincial 
trade have been drawn up. These lists have then been presented as 
evidence that actual Canadian GNP is significantly below what it could 
potentially be; that is, that the barriers impose a notable economic cost 
on the country. Added to this is an alleged political cost. The concept of a 
national community is held to be seriously compromised whenever 
residents of one region are denied access to market, jobs, or investment 
opportunities in another. Recommendations thus follow to the effect that 
constitutional provisions respecting interprovincial trade should be 
strengthened, or that codes of conduct should be drawn up, or adjudicat- 
ing bodies such as those used by the GATT constituted, to regulate this 
type of behaviour. The Chrétien “pink paper” is perhaps the most 
prominent example of this line of argument. 

This interpretation has, however, been challenged, most notably in an 
influential collection of essays published under the auspices of the 
Ontario Economic Council (OEC) (Trebilcock et al., 1983). Three per- 
spectives on the customs union debate introduced in that volume are of 
special note. First, several of the authors point out that some barriers to 
interprovincial transactions may be socially desirable, even if they at the 
same time reduce national output; that is, they may be directed toward 
other social goals, and thus whatever distortion is involved may be an 
unavoidable but nevertheless justifiable cost. Most such examples come 
under the heading of regulations designed to preserve or promote 
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regional diversity; that is, to respect the federal political system. This 
argument is an exact parallel of the defence of the National Policy — 
namely that while it might have exacted economic costs, without it, it 
would have been impossible to create a viable political economic entity 
called Canada. The notion of a trade-off between local autonomy and 
aggregate output is one that we shall return to below. 

The second point is that some preliminary calculations contained in 
one of the essays (Whalley, 1983) indicate that the efficiency costs of the 
barriers are probably quite low, likely less than 1 percent of GNP. Of 
course, there is always the question of how large is “large,”’ but these 
numbers are small relative to the most recent estimates of gains from 
multilateral trade liberalization as encountered above. The final argu- 
ment in the OEC volume is that, of the distortions that do exist, the 
federal government may be more of a culprit than the provinces, con- 
trary to the common assumption that the latter authorities are the 
problem and the former are the solution. But this observation raises 
again the question of what is a distortion. The federal measures identi- 
fied as distortionary can often be defended on equity or regional develop- 
ment grounds, for example. To others, however, these same policies are 
seen as inefficient and discriminatory, a result of the exercise of political 
power by large regions at the expense of the small. 

Clearly, then, the issue of interregional trade barriers is an important 
one. The analysis that follows proceeds on a case-by-case basis. After 
noting the major types of restriction involved, we report on attempts to 
estimate how costly such distortions might be in terms of economic 
efficiency. We do not attempt an exhaustive listing or analysis. The 
coverage is selective, including those policies most often cited in the 
debate. We conclude the analysis by returning to the question of trade- 
offs between federalism and the goals of economic union. Are we now, or 
might we be in the future, paying too high a price for regional diversity? 
Alternatively, are we obsessed with enforcing a standardization of 
behaviour across provinces that is inappropriate for a regionally diverse 
society such as Canada? If either concern is valid, what are the options 
for reform? 


Government Procurement Policies 


DESCRIPTION 


The most recent analysis of barriers to interprovincial trade is provided 
in John Whalley’s Commission monograph (listed in Appendix A), build- 
ing on earlier work by, among others, Safarian, Shoup, and Maxwell and 
Pestieau. In the case of government procurement policies, the technique 
most often employed is to provide explicit preference to in-province over 


240 Part Ill 


out-of-province bids. There is a wide range of such margins in effect 
across the country. British Columbia awards a 10 percent price prefer- 
ence to local suppliers and up to 5 percent to other provinces. Alberta 
and Saskatchewan profess a preference for local products only when 
bids are approximately equal. A “Buy Manitoba” policy was implemen- 
ted in 1983 which favours local firms on some tenders, although no 
formal guidelines are published. Ontario maintains a 10 percent margin 
on Canadian supplies and gives preference to Ontario companies when 
bids are competitive. Quebec has a more complicated system, involving 
preferences of 10 percent for contracts over $50,000, and a procedure for 
restricting bidding to in-province firms when competition among them is 
judged to be appropriate. The Maritimes operate a policy described by 
Whalley as “province first, Maritimes second, Canada third (not quan- 
tified).’” Newfoundland has instituted a provincial overload allowance 
which can cause local preferences to be as much as 10 percent. 

These are merely the formal, established rules. Actual practices can 
deviate considerably, as Ontario’s action in the Hawker Siddelley street- 
car case illustrates. There are numerous other ways to favour local firms 
in addition to explicit price preferences. Performance requirements can 
be tailored to exclude all but the intended supplier’s capabilities. Main- 
taining source lists from which suppliers are drawn is another system, 
since it is easy to exclude certain kinds of firms. Indeed, the ways to 
provide local preferences are probably constrained only by the 
willingness to do so and by the imagination of the officials concerned. 
The real problem for the analyst is that it is virtually impossible to 
quantify these non-price techniques, so their net impact will probably 
never be properly ascertained. 


ECONOMIC COSTS 


The economic impact of government procurement policies can be illus- 
trated by using a slight adaptation of the two-region trade model intro- 
duced earlier in this chapter. Figure 18-4 shows the equilibrium price and 
output levels for each of two regions, given a world price equal to P,,.. 
The East is a net exporter, producing Q, units and consuming Q, inter- 
nally. At P,,, the West consumes Q, units of the product, of which Q, are 
supplied locally, 0,Q, (equal to Q,Q,) are imported from the East, and 
Q;Q, come from abroad. 

Suppose now that the government of the western region announces 
that it will pay a premium of x percent on any supplies it purchases from 
local producers. Total sales in the West do not change, since the price at 
the margin remains unaltered. Nor, in this example, does the measure 
have any impact on supply or demand in the East. The only effect of the 
policy is on the composition of the supply to the West. At the price P,,, 
(1 + x), local suppliers will expand their output to Q, from Q,. There will 
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FIGURE 18-4 Impact of Interprovincial Trade Barriers 
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be no change in the volume of interregional imports; 0,0, equals Q3Q.. 
Imports from abroad fall from Q,Q, to Q,Q,, replaced by higher-cost 
local supplies. 

The economic impacts can be readily seen from the diagram. The 
procurement policy has no effect whatsoever on eastern producers or 
consumers in this formulation. Western consumers are worse off, how- 
ever, by an amount equal to the sum of the areas | + 2. Area 1 goes as rent 
to local firms, presumably as intended. Area 2 represents a deadweight 
production loss resulting from the fact that high-cost western supplies 
are replacing lower-cost imports. This inefficiency also represents the 
total cost of the distortion to the national economy. Note that in this 
formulation the region imposing the barrier bears all of the cost, a result 
that stems from the assumption of a fixed world price at which Canada 
can buy or sell as much as desired. In Figure 18-4, if the West were to 
exclude eastern supplies entirely, the amount Q,Q, would simply be 
diverted to the international marketplace. 

Whalley provides some estimates of the efficiency gains from remov- 
ing provincial government procurement policies. Quebec would experi- 
ence the largest efficiency gains, in the order of $31 million. Ontario is 
next at $28 million, followed by Alberta at $11 million, British Columbia 
at $10 million, Atlantic Canada at $9 million and Manitoba/Saskatche- 
wan last at $8 million. The Canadian total is just short of $100 million. As 
a percent of either national or regional Gross Domestic Product, these 
numbers are obviously very small. 

The model underlying these calculations is just one of several ways to 
analyze procurement policies. Another variant would include prefer- 
ence not only for local suppliers, as above, but also a smaller preference 
to other Canadian firms over foreigners. In this case, some of the rent 
created by the western region would accrue to eastern producers as well. 
Estimates of efficiency losses would be unlikely to change much. One 
could also construct a model where the preference to local suppliers 
created excess supplies in the East, pushing down prices and introduc- 
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ing additional production and consumption effects to the welfare analy- 
sis. Again, there would likely be little additional quantitative effect. 
Eastman and Stykolt have developed another model, which would cer- 
tainly produce higher'estimates of the costs of barriers. They focus on 
their effect on the size, and therefore the efficiency, of Canadian plants. 
If in order to reach each provincial market a firm must operate several 
plants, each with short production runs, it must forego the benefits of 
economies of scale. These losses are a cost to the Canadian economy. 
This Eastman-Stykolt model is explored in Anderson and Bonsor’s 
paper, listed in Appendix A. Here too, there is a parallel with the debate 
about international free trade: for example, while it would improve 
efficiency to ensure Canadian producers access to the whole Canadian 
market, these benefits pale when contrasted with the similar benefits of 
access to the huge U.S. market. The two ideas become linked, however, 
if it is argued that rationalization into efficient plants within Canada is an 
essential prerequisite to development of the ability to operate suc- 
cessfully in the U.S. market. 


Agricultural Marketing Boards 


DESCRIPTION 


Agricultural marketing boards are another oft-cited villain in the 
customs union debate. Some boards are largely promotional, so they 
play little obvious resource allocative roles. Others, however, attempt to 
manage supply on a national basis in order to stabilize and augment 
producer incomes. They do this through systems of import controls, 
entry restrictions, quotas, and occasionally through price-fixing. There 
are four of them currently in operation, covering chickens, turkeys, 
eggs, and industrial milk. Provincial boards control fluid milk as well, 
and there is a tobacco agency in Ontario. 

It is the supply management boards that have attracted the most 
attention. Numerous studies have suggested that the allocative ineffi- 
ciencies associated with these schemes are potentially quite high: as 
much as 60 cents of foregone output for every dollar of income trans- 
ferred to farmers, to cite the most extreme estimate. Some portion of this 
cost comes from the fact that controls exist on interprovincial as well as 
on international trade; Canada is a “splintered market” (Haak et al., 
1981). It is this interregional aspect that concerns us here. 

The basic operating procedures for marketing boards can be described 
quickly. An act passed by the federal government in 1949 gave provincial 
boards the power to control interprovincial and international trade in 
agricultural products to supplement the intraprovincial powers the 
boards already had. When this delegation was overturned on constitu- 
tional grounds, the system currently in place was established. Both the 
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federal and the provincial governments delegate their regulatory powers 
to a national marketing board. This board first specifies a level of output 
of the commodity in question for each province. These allocations are in 
turn divided among individual producers by a provincial board. Produc- 
tion quotas by province never exactly match consumption, so there are 
still interprovincial movements of regulated commodities; but since the 
allocations are rarely assigned on the basis of apparent comparative 
advantage in production, there has always been a suspicion that there is 
less interprovincial trade in these commodities than would occur natu- 
rally, at the price of additional allocative inefficiencies. It is to these 
latter distortions that we now turn. 


ECONOMIC COSTS 


The economic effects of marketing boards can be analyzed using the 
same basic two-region trade model, as seen in Thirsk (see Appendix A). 
His is an explicit two-stage approach. He first looks at the implications 
of restricting the movement of agricultural products internationally, and 
then at the effect of additional barriers to interprovincial movements. 
The first stage is illustrated in Figure 18-5. Two regions are considered. 
One is able to export the amount Q,Q, to foreign buyers at the world 
price P,,. The other is a net importer (assumed to be from international 
suppliers) of the amount Q,Q, at this price. Thus, in this stage of the 
analysis, Canada both exports and imports this agricultural product. 
Transport costs could explain this pattern, as in the Melvin interregional 
trade model outlined above. 

Suppose now that international imports are banned while interprovin- 
cial trade flows freely. Consumers in the importing region turn to sup- 
plies from the other provinces, and the national price rises to Pg where 
the excess supply in the one region just matches the excess demand in 
the other. Canada is now self-sufficient in this product. Consumers in the 
exporting region are worse off by the sum of the areas | + 2, while 
producers there benefit by the amount of areas | + 2 + 3. The net gain to 
the region then, resulting from the enhanced value of interregional 
shipments, is the area 3. Area 4 is a deadweight efficiency loss. Consum- 
ers in the importing region lose consumer surplus equal to the areas 5 + 
6 + 7 + 8. Producers in that jurisdiction benefit by the amount of area 5, 
leaving a net regional loss of 6 + 7 + 8. Netting out the interregional 
transfer component (area 7), the national efficiency losses become the 
familiar consumption and production triangles 2 + 4 + 6 + 8. 

Thirsk then assumes that a quota reallocation is made, requiring the 
exporting region to retrench in production in favour of an increased share 
for the importing region’s producers. The analysis is too complex to 
portray in full here. Suffice it to note that this further move toward 
provincial self-sufficiency introduces additional allocative and dis- 
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FIGURE 18-5 Impact of Marketing Boards 


Price Price 


Net Exporter Net Importer 


tributive effects beyond those associated with the restriction of imports 
from abroad. Consumers in the importing region experience further 
losses, while producers gain as intended. Consumers in the exporting 
region are unaffected, since the price they face for agricultural products 
does not change in the model as it is formulated. The fate of producers in 
that jurisdiction is ambiguous; producers lose some sales but benefit 
from higher prices on the ones they retain. The additional welfare losses 
appear as production and consumption effects in the importing region, 
as local supplies replace lower cost imports. 

Estimates of the resource costs of achieving national self-sufficiency 
(stage 1 in Thirsk’s analysis) are surprisingly large. The reason these 
estimates are higher than the welfare triangle losses normally associated 
with such exercises is that two additional effects have been incorporated 
into some of the analyses. First, it is assumed that at least some of the 
producer gain is dissipated in rent-seeking behaviour; that is, in obtain- 
ing and defending the monopoly position. Second, there is evidence that 
production efficiency is affected by the quota policies, meaning that 
supply curves would shift to the left. Both phenomena create additional 
deadweight economic losses. 

Thirsk provides some new estimates of the additional costs incurred 
from restricting interprovincial trade in agricultural products. These are 
presented for each province and for the country as a whole, for three 
separate products, in Table 18-8. For eggs the total output foregone 
comes to less than $82,000, half of which is accounted for by Quebec; the 
figure for broilers is set at $302,600 and for turkeys at $26,500. The total 
loss on these three commodities, in other words, is less than $500,000: 
about 1.0 percent of the welfare costs of efforts to achieve national self- 
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TABLE 18-8 Estimated Costs of Interprovincial Trade Barriers 
in Agricultural Products, 1982 


Eggs Broilers Turkeys 
(thousands of dollars) 
British Columbia — PEE — 
Alberta 6.4 92.4 13.5 
Saskatchewan a7 95.2 2.9 
Manitoba — — — 
Ontario — — _— 
Quebec 40.1 — 2.3 
New Brunswick 11.0 24.4 nal 
Nova Scotia 18.0 32.2 3.7 
Prince Edward Island 6.7 0.6 — 
Newfoundland 8.6 35.1 — 
Canada 81.7 302.6 26:5 


Source: Thirsk (1986). 


sufficiency. This compares to similar calculations by Cappe and Wogin 
(1981) of 2.5 percent for industrial milk. The difference, according to 
Thirsk, is due to the somewhat greater interprovincial cost differences in 
this industry. 


Trucking Regulations 


DESCRIPTION 


Trucking regulations are also often identified as distortions to interpro- 
vincial trade flows. Whalley’s monograph cites six separate features of 
transport regulation that could have interprovincial effects. All provin- 
ces control entry into interprovincial trucking, and all but Alberta regu- 
late rates. In addition, there are registration requirements, weight and 
dimension regulations, differential enforcement efforts on interprovin- 
cial (as opposed to intraprovincial) carriers, and fuels and sales taxes. 
The net impact of all these practices is that there is anything but free 
interprovincial trade in trucking services. The empirical question at 
issue, again, is how large a cost this imposes on the Canadian economy. 


ECONOMIC COSTS 


The analysis of the economic effects of trucking regulations uses tech- 
niques identical to those used for agricultural marketing boards. Several 
different types of regulation can be modelled. There can be absolute 
prohibitions on out-of-province trucks, with or without a quota on the 
number of operators within the province. Another option is to allow 
interregional operations to some maximum amount, but not interna- 
tional ones. Finally, international quotas can be let as well. As with 
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TABLE 18-9 Interregional Effects of Eliminating 
Trucking Regulations, 1981 


Regional Gain or Loss 


Region (millions of 1981 dollars) 
Atlantic Provinces 0.8 
Quebec 1.6 
Ontario —().4 
Manitoba/Saskatchewan 0.2 
Alberta —5.6 
B.C. 59 


Source: Whalley (1986). (Figures have been taken from latest available draft and should be 
regarded as illustrative.) 


marketing boards, the more restrictive the regulations are, the larger the 
efficiency costs will be to the national economy as a whole. 

Whalley’s estimates of the efficiency gains to removing interprovincial 
trucking regulations are presented in Table 18-9. Ontario and Alberta 
benefit on balance from the regulations in place, in that their operators 
are able to capture some of the quota rent from other provinces. British 
Columbia shows the largest losses by far from the existing system, 
standing to gain nearly $6 million from de-regulation. Quebec is next at 
$1.6 million, followed by Atlantic Canada at $0.8 million and Manitoba/ 
Saskatchewan at $0.2 million. These figures, while larger than those for 
agricultural products, are still small as a proportion of GNP in each 
region. 


Liquor Policies 


DESCRIPTION 


There is a plethora of regulations governing the production and sale of 
liquor in Canada. We look at those that affect interprovincial trade. They 
can take various forms. It is common for there to be higher markups on 
out-of-province wine, beer, and spirits than on local varieties, and mark- 
ups are even higher on imported brands. In addition, most provinces 
promote their own products by providing them with special in-store 
displays, with preferential shelf space, wider distribution outlets, dif- 
ferent product standards to meet, automatic listing, and requirements to 
feature local wines as house wines in restaurants. The net impact of 
these regulations is to make provinces more self-sufficient in liquor 
consumption than they would likely be otherwise, partly at the expense 
of other provinces. 


ECONOMIC COSTS 


The diagrams underlying the economics of liquor policies are too com- 
plicated to include in a general review such as this. Suffice it to say that 
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the same basic approach is taken, although the displacement of the 
various supply and demand curves is much more complex. Whalley’s 
estimates show that two provinces (Quebec and Ontario) show no costs. 
The Atlantic region incurs a cost of $10 million, and Alberta and Man- 
itoba/Saskatchewan of slightly over $2 million. The entry for British 
Columbia is an implausible $660 million, a figure which might well reflect 
some data or modelling quirk. 


General Equilibrium Calculations 


Whalley also provides an estimate of the overall economic costs of 
interprovincial trade barriers, using his general equilibrium model. For 
technical reasons, barriers must be represented as ad valorem sur- 
charges; there is no ability to model them individually, as in the partial- 
equilibrium framework. The technique followed is to compare an equl- 
librium that has a 2 percent surcharge on all interprovincial trade with 
one where there is no surcharge. The first column of Table 18-10 shows 
the result of removing all interregional barriers, while the second column 
assumes that only Ontario’s are removed. 


Directions for Reform 


The inevitable conclusion to be drawn from the evidence presented in 
the preceding sections of this chapter is that the Canadian customs union 
is not seriously distorted at present. There is a large and diverse number 
of barriers to interprovincial trade, but quantitatively they do not appear 
to be very important. Individually, the calculations turned up sur- 
prisingly small numbers. Collectively, the numbers are somewhat larger, 
although not much. Even if one were to double or treble the estimates on 
the chance that there were some data or other problems, the numbers 
would still seem small relative to those associated with distortions due to 
taxation or tariffs, to take two examples. Also, as suggested above, it is 
unlikely that different models (which take into account such things as 
scale economics, intra-industry rationalization, or rent-seeking behav- 
iour) would turn up substantially higher results. 

Why, then, did interprovincial trade barriers become such a salient 
policy issue a few years ago? One obvious explanation is that the debate 
was uninformed. Barriers were thought to be important on the grounds 
of economic efficiency; now that this contention is seen to be suspect, 
the issue will fade. There is little evidence of this happening, however. 
Another explanation for the sudden interest is that the federal govern- 
ment inserted the issue into the constitutional debate as a tactical move. 
While this hypothesis is almost certainly correct, it does not explain why 
the strategy was such a success. Canadians, it seemed, were and are 
genuinely worried about internal trade barriers, whatever the evidence 
on how extensive or how distorting they were. 
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TABLE 18-10 General Equilibrium Impacts from Removing 2 Percent 
Interregional Trade Barriers on all Products 


Case 1 Case 2 

A. Jicksian EV’s ($ million 1981) 

Atlantic Provinces —(0.3 —9.4 

Quebec sea bel 8.9 

Ontario — 16.3 —3.6 

Manitoba/Saskatchewan —0.9 1.9 

Alberta 5385 0.6 

British Columbia —9.7 0.3 

Total —17.3 —2.7 
B. Terms of Trade Change 

(% change calculated using 

new equilibrium quantities as weights 

Atlantic Provinces — (0.08 —0.10 

Quebec — 0.05 0.02 

Ontario 0.01 —0.01 

Manitoba/Saskatchewan — 0.06 0.01 

Alberta 0.07 0.01 

British Columbia — 0.06 0.0 


Source: Whalley (1986). (Figures have been taken from latest available draft and should be 
regarded as illustrative.) 

Notes: 

Case 1: Removal of 2% Interregional Trade Barriers in all regions. 

Case 2: Removal of 2% Interregional Trade Barriers in Ontario. 


There are at least six reasons why internal trade barriers may be a 
more serious policy concern than the numbers above might suggest. 
First, it is always possible that the economic costs could become much 
larger quite easily and quickly. The costs were found to be small, it will 
be remembered, because the barriers were still relatively limited and 
because the degree of interregional cooperation and coordination was 
still substantial. Either of these could change, and the unravelling pro- 
cess, once begun, could proceed quite far. 

As Brander demonstrates in his research paper (see Appendix A), 
federalism is convincingly modelled as in game theoretic terms. 
Groups — provinces, for example — will often establish mutually bene- 
ficial arrangements, with each member abstaining from actions that 
might be individually advantageous in the absence of retaliation but 
might be mutually destructive with it. These cooperative outcomes are 
notoriously unstable, however. There is always the lure of the short-term 
advantage and the delusion that the actions might not be noted by other 
parties. 

In the present context, the fear might be that we are potentially on the 
verge of just such an unravelling. Alberta’s latest position on industrial 
strategy, for example, threatened to introduce its own procurement 
policy if other provinces did not relax theirs. There is no easy way to 
assess the validity of a new round of barriers, but there is no question 
that economic losses would multiply if that happened. The real question 
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then is whether Canadian governments would ever find themselves 
caught up in such a mutually destructive process. It is true that the small 
open nature of most provincial economies places severe constraints on 
behaviour of this type. Yet the very message of theories of strategic 
interdependence is that this outcome is possible, even with the knowIl- 
edge that everyone is worse off as a result. 

A second explanation for the prominence of the issue might well have 
nothing to do with the magnitude of the losses; instead, it might lie in the 
fact that losses are of considerable symbolic importance. To some, part 
of the essence of nationhood is the freedom to sell one’s products 
wherever one chooses, even if one does not intend to exercise this right 
(see the Commission study by Rodgers-Magnet and Magnet, listed in 
Appendix A). Federations are expected to provide more than economic 
benefits. There is a sense of belonging to a national community that must 
also be met. This is a theme that applies to more than interprovincial 
trade flows, and we shall return to it below. 

A third factor is the fear, expressed by some, that the existence of 
interprovincial trade barriers could make it difficult or impossible to 
achieve an agreement on international trade liberalization. Partners such 
as the United States would certainly insist that government procurement 
policies or discriminatory liquor pricing policies be removed as part of 
any free trade arrangement. Refusal to comply would thus mean forego- 
ing the potential economic benefits of such an arrangement. Since some 
estimates place these gains quite large, the indirect effect of interprovin- 
cial barriers becomes more significant. 

Fourth is the possible link between free trade within Canada and the 
possible movement toward freer trade with the rest of the world, and 
with the United States in particular. From one view, these can be seen as 
alternatives: if we gain more assured access to the United States then we 
need worry less about the harm done by barriers within Canada. Con- 
versely, if the U.S. market becomes less certain, then minimizing the 
costs of internal distortions becomes all that more important. On the 
other hand, the two goals may be seen as complementary. To have 
greater restrictions on trade within Canada than on trade between 
Canada and another country would be politically unacceptable. To 
compete successfully in the U.S. market, Canadian industry must be as 
efficient as possible, not hobbled by internal barriers. Moreover, in 
actual trade negotiations, U.S. interests are likely to oppose preferential 
provincial policies, as well as a federal one, creating additional pressures 
to reduce domestic barriers. 

Two other factors do not yet appear to have entered the debate. One 
arises out of the asymmetry of the Canadian federation. The Prince 
Edward Island market may not matter much to Ontario producers, but 
the reverse is certainly not true. Guaranteeing P.E.I. unrestricted access 
to central Canada expands its potential market more than a hundredfold. 
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Even being allowed to ship unrestrictedly to the other Atlantic provinces 
has an important effect on such a small economy. The same point holds, 
although less dramatically, for the seven other smaller provinces. Unre- 
stricted internal trade may have a small overall impact, but in the 
absence of multilateral free trade it is vitally important to the interests of 
_ the smaller provinces. On the grounds that a federation can be judged in 
part by how successfully it protects the interests of its weaker members, 
this suggests that internal trade barriers must continue to occupy the 
attention of policy makers. 

The final point is closely related. Internal trade barriers may act to 
concentrate economic activity in the two central provinces. If trade is 
truly free internally, natural locational pulls can determine where enter- 
prises locate. If these shipments are threatened with restrictions, how- 
ever, other considerations become important. It is obviously better to 
locate in Ontario and take a chance of being shut out of the PE.I. market 
than it is to do the reverse. The analogy to Canadian firms locating in the 
United States in anticipation of increased American protectionism is 
suggested here. Action to preclude interprovincial trade barriers may 
thus also be warranted on regional development grounds. 

The sense of urgency to introduce proposals for reform in the Cana- 
dian market depends on assessment of how serious internal trade barri- 
ers are. For those who see the costs as low, the most appropriate course 
of action is to do nothing. They argue that the efficiency costs are small 
today and are likely to remain so. Provinces are quintessentially small 
open economies; they have little or no power to shift the burdens of 
protectionist policies onto others, and there is nothing in the concept of 
federalism to forbid a province from harming itself. In any case, voters 
would be unlikely to let serious distortions continue for very long. While 
this is a theoretically elegant position to take, it is probably true to say 
that few would argue it unreservedly as a policy prescription for Canada. 

Within the group that sees internal barriers as a real or at least 
potential problem, there is a wide range of proposals for reform. One can 
distinguish at least four different types of recommendation. The first 
category accepts the basic argument advanced in the preceding para- 
graph, but it acknowledges that some of the provinces, Ontario and 
Quebec in particular, may just be large enough to shift the costs of their 
actions onto others. The solution follows logically. Economic power 
should be decentralized further; to municipalities, for example, pre- 
cisely because such small units have little power to do damage. (See 
Breton, 1985; and Commission studies by Kitchen and McMillan and by 
Bélanger, listed in Appendix A.) This could take the form of constitu- 
tional change; or it could simply involve transferring control over fiscal 
resources downward. 

The other three proposals in this category are more conventional. 
They have been described by Simeon (1984) as follows: 
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¢ to entrench in the Constitution judicially enforceable rights for cit- 
izens and prohibitions against governments, 

* to make the federal government the guarantor and policeman of the 
internal market; and 

¢ to agree on some kind of intergovernmental process including a nego- 
tiated “code of conduct.” 


Each of these alternatives has a number of important advantages and 
disadvantages. We will examine briefly each in turn. (Note: This analysis 
follows closely the analysis put forward by Simeon.) 


Judicial Enforcement 


To build mobility rights into a Charter of Rights and Freedoms, as we 
have now done, or to expand the existing s. 1214 to encompass non-tariff 
barriers to all factors of production, carries with it the implication that 
the courts would be the arbiters of legitimate government action and the 
guardians of the common market. This offers some advantages. The 
resolution of individual cases would be final and authoritative. After an 
initial period of uncertainty, this would provide a more stable framework 
for private decision makers than would shifting political accommoda- 
tions. Most important, citizens and private organizations could initiate 
actions, thus ensuring that the rights of individuals rather than govern- 
ments would prevail. 

There are, however, serious objections to entrusting guardianship of 
the internal markets to judicial processes. The courts, as presently 
constituted, often lack knowledge and expertise in economic affairs. By 
their nature, judicial decisions are black and white, yes or no. They 
cannot and should not make positive proposals. Hence, judicial enforce- 
ment lacks the ability to ensure compromise and trade-offs; it is ill-suited 
to weighing the ‘“‘bads” of barriers against the “goods” of other goals. 
Thus, judicial decision may short-circuit the process of negotiation of 
competing but legitimate interests that a field like this requires. 

There would also be a long period of uncertainty (not only with respect 
to new initiatives but also with respect to the vast array of existing 
federal and provincial policies) while the courts developed and clarified 
the meaning of the new facts and their qualification. Indeed, none of the 
new constitution makers could predict which way the courts would go, 
and thus they could not predict the actual impact of the new provisions 
they had written. Judicial enforcement is inappropriate when political 
and intellectual consensus on the nature, impact, and significance of the 
problem does not yet exist. The courts would have to create their own 
theory and policy, reducing parliamentary and legislative supremacy. 
Finally, a focus ons. 121 singles out for attention only the most clear and 
overt barriers to trade, and it omits most of the major policy instruments 
which shape trade and investment patterns. It is therefore too partial. 
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Federal Enforcement 


The obvious way to strengthen the federal role in protecting the market is 
to extend the trade and commerce clause, s. 91(2), to encompass “goods, 
services and capital” and to allocate competition, product standards, 
securities regulation, and perhaps other matters to the federal govern- 
ment. The significance of the former is unclear, since it could be said that 
the existing clause already implies goods, services and capital. On the 
other hand, to broaden s. 91(2) could be an invitation to expand the use of 
the clause to take on the same significance in legitimating almost 
unlimited federal power in economic affairs as has occurred in the 
United States. 

What are the advantages and disadvantages of federal policing, 
whether achieved by the new draft of s. 91(2) or by a more direct 
allocation such as an economic “peace, order and good government” or 
an economic “disallowance power”? It would be consistent with the 
other federal roles of overall economic management, stabilization, and 
redistribution. It would ensure that the rules were ultimately subject to 
parliamentary, democratic discretion. Moreover, Ottawa is the only 
government with the explicit role of maximizing aggregate national 
wealth, achieving regional balance, reconciling conflicting regional 
interests, and enhancing the overall economic surplus. Giving it this 
additional responsibility is consistent with the positive mandate of 
Ottawa to promote economic integration through transportation and 
other means. 

Again, there are strong arguments against such a course. As with 
other discretionary federal powers to invalidate provincial action or to 
act in areas of provincial jurisdiction, this power could be inconsistent 
with a classical federal model. It could be an open invitation to the 
extension of federal power, with no logical stopping place. Hence, it 
could involve the continual threat of major federal-provincial confronta- 
tion. Furthermore, in some regions Ottawa might not be regarded as an 
impartial policeman. Rather, it could be seen — as so often in the past — 
as the economic agent of central Canadian interests. Conferring addi- 
tional powers on the federal government would also create uncertainty, 
because provinces would never know when activities they had entered 
into would be challenged. Finally, this course ignores the fact that many 
“barriers” to the common market in Canada are created by federal 
rather than provincial action in pursuit of a variety of national goals, 
most notably the alleviation of regional disparities. 

Both judicial enforcement and transfer of authority to the central 
government would require constitutional amendment. We have already 
seen how difficult this is to achieve — and, once achieved, how hard it is 
to change. The stakes would be very high. Hence, the result could turn 
out either to be failure, or, perhaps worse, a set of constitutional provi- 
sions so hedged with qualifications and exceptions that we ended up 
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protecting the very practices we wished to prevent. A more political, 
incremental process may thus turn out to be much more effective in the 
long run. 


Policing through Intergovernmental Cooperation 


The possibility of some kind of federal-provincial mechanism to avoid 
the pitfalls of the first two alternatives has been raised by the Ontario 
Advisory Committee on Confederation and other groups. It was placed 
on the constitutional table in Saskatchewan’s proposal for a detailed 
general statement of commitment to the common market, mobility, and 
the harmonization of laws, together with a pledge to “ongoing sys- 
tematic and cooperative review” by governments of the operation of the 
union. The federal government sought to tie the discussion of fiscal 
arrangements, especially harmonization of the tax system, to the devel- 
opment of a “code of tax conduct.” Most recently, this approach has 
been adopted by this Commission. 

The advantages of a mutually agreed-upon “code of economic con- 
duct” are that it is a symbolic commitment which might make infringe- 
ments of the market politically more embarrassing. It is politically 
acceptable to many provinces because it is the least disruptive of the 
status quo, and is therefore more likely to be achieved than transfers of 
authority either to the federal government or the courts. Providing an 
intergovernmental forum for development, and later application, of the 
code locates protection of the market in an explicitly political process, 
subject to negotiating, trading, compromise, and the balancing of dif- 
ferent interests essential in the federation. It also allows the issue of the 
market to be related to wider economic goals and recognizes the funda- 
mental necessity for federal-provincial collaboration to develop effec- 
tive national policies in many areas. 

The disadvantages of the approach are the necessary consequences of 
its explicitly “political” character. There is no guarantee that the com- 
mitment to harmonization and promotion of trade would work any better 
than it has in the past. There is no clear role for citizen input, and there is 
no guarantee that an accommodation acceptable to governments would 
not threaten private interests. The very acceptability to many provinces 
implies that the Ottawa and Ontario goals of a reversal of trends to 
protectionism will not be met. At its weakest, the proposal could consist 
only of a moral injunction, with no provision for enforcement. 

The recommendations of the Commission broadly adopt this inter- 
governmental approach, but with a number of provisions to overcome its 
disadvantages. Thus it suggests some strengthening of s. 121 by adding 
“services” to goods. It does transfer some authority to Ottawa — for 
example, by conferring authority over “product standards.” But the 
primary instrument is to be the development of an intergovernmental 


254 Part Ill 


code of economic conduct which would be devised, and then applied, by 
a council of economic development ministers. Private interests would 
have a window on the process and an opportunity to air their own 
concerns through the creation of an expert commission on the economic 
union which would hold hearings, conduct research, and report, pub- 
licly, to the council of ministers. 
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Chapter 19 


Canada as a Common Market 


The main feature of a common market which distinguishes it from a 
customs union is the ability of capital and labour to relocate freely 
among member units. This aspect of integration raises a number of new 
policy issues. They can be introduced by posing three general questions. 
What is the relationship between factor mobility and national economic 
performance? What is the relationship between mobility and inter- 
regional income distribution? What is the relationship between mobility 
and regional fairness? Once we understand the economic importance of 
mobility, the way is clear to assess the probable effects of restrictions on 
these movements; but to show that barriers distort factor movements is 
not necessarily to demonstrate that they are socially undesirable. Like 
interprovincial trade restrictions, they need to be cast in a broader 
political context to be fully evaluated. 

The material that follows reflects this sequence. The first section of 
this chapter provides a brief theoretical discussion of the relationships 
among factor mobility, economic performance, regional income dis- 
tribution, and regional fairness, in order to show the economic contribu- 
tion free mobility is supposed to make and to show how barriers can 
obviate these gains. The second section takes up the question of aggre- 
gate efficiency, while the third and final section looks at regional dis- 
parities and interregional adjustment. 


Factor Mobility and Economic Performance: Principles 


Factor mobility is an important element in a regional economic associa- 
tion; restrictions on these movements are undesirable. This follows from 
three propositions. The first is that total national output will be larger the 
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greater is the ability of capital and labour to relocate interprovincially. 
Second, factor mobility will lessen disparities in earnings across regions, 
though it will be unlikely to remove them completely. Third, factor 
mobility makes the concept of a regional economic burden extremely 
complex. We shall take up each of these points in turn. 


Factor Mobility and Aggregate Output 


The assertion that factor mobility promotes aggregate economic effi- 
ciency can be explained briefly. There is first a static or “point-in-time” 
component. At any one time a nation has a fixed supply or endowment of 
productive inputs such as capital and labour, distributed among the 
various regions. Each distribution will have a unique level of aggregate 
output associated with it. GNP will be at a maximum, however, when the 
contributions of the last unit of capital and labour involved are identical 
across regions. To understand this, let us suppose that this condition 
does not hold; that is, that marginal units of capital or labour are more 
productive in one of the regions than they are in the others. It will now be 
possible to reassign factors spatially, with the gain in the value of output 
in the destination region exceeding the loss in the sending one. Only 
when all such differences are absent is it impossible to increase national 
output by further reallocation. 

The important point to note is that factors, if allowed to be fully 
mobile, will tend to distribute themselves across regions in an optimal 
fashion. If labour and capital are paid the value of their contribution to 
output, any differences in productivity across regions will be reflected in 
wages or in rates of return. Assuming that at least some workers or 
owners of capital perceive the potential gain and react to it, then the 
appropriate reallocation will be made. As migrants leave a region, the 
contribution of those remaining rises because of the greater supply of 
capital and resources per worker. For the opposite reason, it falls in the 
destination area. Since these changes will be reflected in factor rewards, 
migration will continue until all wage differences, and hence all real 
productivity differences, are removed. The incentive to migrate ceases 
at the same time that societal benefits do, and for the same reason. 

However, national economic efficiency requires more than the optimal 
location of factors at any particular time. Factors must also be able to 
relocate across regions as circumstances warrant. Over time, regional 
fortunes will inevitably ebb and flow for a variety of reasons: tech- 
nological developments, changes in the terms of trade, resource discov- 
eries or depletions, political developments abroad, and so forth. The 
spatial distribution of capital and labour optimal today will almost 
certainly not be so tomorrow. Gains can be realized more quickly and 
fully, or losses minimized, if the economy in question can move as 
efficiently as possible from the old equilibrium allocation to the new. 
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Thus, the second component of the relationship between migration and 
aggregate output concerns the efficiency of the interregional adjustment 
process. The more easily factor relocation can proceed, the greater the 
aggregate economic benefit will be. 

The potential cost of restrictions on factor mobility are now evident. 
Barriers that prevent migration from proceeding to the point where 
factor prices are equalized will prevent some socially efficient move- 
ment. Total national output will be lower than potential, since factors 
which could be more productive elsewhere are prevented from making 
the move. In a dynamic context, relocation of capital and labour from 
low to high productivity areas will proceed more slowly and less com- 
pletely. The difference in GNP between what it is with the restrictions, 
and what it could be under a completely undistorted interregional alloca- 
tion of factors is the social cost of the impediments. 


Factor Mobility and Regional Disparities 


Interregional income distribution is the second policy issue to arise ina 
common market context. We saw at the beginning of this chapter why, in 
a federal state, it is necessary to compare economic well-being inter- 
regionally as well as interpersonally. Here we shall look at the expected 
spatial distribution of income when factors are free to relocate, and how 
barriers to such movements alter these expectations. 

Let us assume for the moment that there are no barriers to the 
interregional movement of goods and services; that is, that a situation of 
complete internal free trade exists. Any producer anywhere in the 
country can ship his or her products wherever it is profitable to do so. 
Let us further assume that labour and capital are also free to relocate in 
any other region; there is nothing stopping a construction worker in 
Ontario from taking a job in Quebec, or a P.E.I. dentist from setting up 
shop in Alberta. Let us also assume finally, that all privately profitable 
movements of output or factors have taken place and that nothing comes 
along to alter incentives further. What should the distribution of income 
across provinces look like? 

Free trade in goods and services will by itself, under a number of 
highly restrictive assumptions, equalize factor rewards across regions; 
that is, if products can be traded freely, this is sufficient to ensure that 
wages or returns to capital are identical in all Provinces. The intuition 
behind this intriguing theoretical concept lies in the fact that, ignoring 
transport costs, free trade will equalize product prices across regions. If 
goods are to sell for an identical amount, and if the same production 
technology is available at all sites, factors must be paid the same rates. 
The equality of output prices ensures that total factor payments are the 
same, while the assumption of identical production technology guaran- 
tees that the division between capital and labour will also be identical. 
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Stating the theorem in this manner illustrates just how limited it is in 
reality. Technology is not identical across regions, not all products are 
produced at all locations, and transport costs are obviously not zero. 
Nevertheless, even if complete factor price equalization is unrealistic, 
the tendency of trade to narrow differences in output prices and hence in 
factor rewards is still present. Yet the point still remains that free trade 
alone is unlikely to remove interregional disparities in wages and sal- 
aries, or in rates of return. 

Interregional trade is not the only market force pushing for factor price 
equalization, though. Factor mobility will operate in the same direction. 
Capital and labour will migrate in search of higher earnings, to the point 
where the expected real income gains to the migrant or the investor 
equal the costs of relocation. (See John Vanderkamp’s research paper, 
listed in Appendix A, for a survey of migration theories as applied to 
Canada.) As factors leave low-wage areas or areas where there is a low 
rate of return, supply is reduced relative to demand, putting upward 
pressure on prices. The reverse happens in the destination region, with 
prices being bid down due to excess supply. If migration was costless, in 
both a real and a psychic sense, then factor prices would end up identi- 
cal. If not, an equilibrium differential would remain, equal to relocation 
costs plus any locational preferences that migrants might have. 

Note that migration was said to be responsive to expected real income 
differences. The use of the term “expected real income” is intended to 
broaden the concept of economically motivated migration to cover 
relocation induced by labour market conditions. The unemployment 
rate can be taken as a proxy for the probability of obtaining employment 
in a region; the higher it is, the worse the prospects, and hence the lower 
the expected income for any given prevailing wage level. Thus, the 
theory predicts migration from high- to low-unemployment areas once 
wage differences have been accounted for. 

So far we have proceeded on the assumption that there are only two 
factors of production, namely labour and capital, with the implication 
that ‘‘wages” or “the return to capital” will be equalized by free mobility. 
In fact, of course, there are many kinds of labour in a complex modern 
economy, representing different amounts of training, skills, and experi- 
ence, and hence earning different wages and salaries. Migration must 
thus be interpreted as acting to equalize earnings within these skill 
groups, not wages generally. 

The same is true for capital. In the short run at least, plant and 
equipment are typically committed to particular uses and cannot be 
readily reassigned. In addition, different investment prospects bear 
different risks to the investors, and hence they require higher rates of 
return if they are to be undertaken. Capital mobility will only equalize 
returns within a given risk class. Finally, some factors such as land and 
natural resources are, for all intents and purposes, immobile inter- 
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regionally. Their price, and hence the return to their owners, depends 
solely on internal demand and supply considerations. Any interregional 
differences that do exist cannot be removed by relocation and become 
economic rent to their owners. 

The important implication is that, while wages within skill groups and 
risk-adjusted returns to capital will be equalized through migration, per 
capita incomes will not be. That would happen only if each region had 
identical endowments of factors. As long as economic bases differ, 
labour force characteristics, investment patterns, and land and resource 
mixes will also do so. These are differences which trade and migration, 
however efficient, will not remove. Regions with relatively large 
amounts of highly skilled labour, or with valuable natural resources, will 
have higher incomes, measured per capita, than those specializing in 
industries that require lesser labour skills or those that are resource 
poor. It is important to remember that the prediction of this theory is for 
equal factor rewards for comparable factors (adjusted, of course, for 
location preferences and migration costs), and not for equal per capita 
incomes. 

It must be admitted that this relatively sanguine view of regional 
disparities, while certainly the dominant one in economics, does not 
have universal adherence. There is an alternate view, generally associ- 
ated with the Swedish economist Gunnar Myrdal, which accepts the 
description of the migration process outlined above but sees it as diseq- 
uilibrating rather than equalizing. A variant known as dependency the- 
ory originates in the writings of Latin American economists and in 
Canada has been adopted primarily by sociologists (Mathews, 1983.) 
Migration is held to be selective, drawing the best and the brightest from 
low- to high-wage areas and further reinforcing the advantages of the 
latter. Drawn by the more dynamic economy, capital flows in the same 
direction, rather than in the reverse one postulated by simple theory. 
Large and growing economies can exploit scale and agglomeration 
economies, are more innovative, and so forth. The net result is what is 
termed cumulative causation: the rich get richer and the poor get poorer, 
while out-migration from the richer areas continues until their economic 
bases are destroyed. The dynamic is not to equalize rewards but to 
concentrate them. When workers and capital leave a region, the result is 
not to bid up the values of those that remain but rather to reinforce a 
continuing downward cycle as the size of the local market and its tax 
base declines. 


Mobility and Regional Fairness 


The concept of regional winners and losers becomes significantly more 
complex when interregional factor mobility is permitted. To illustrate 
this, suppose that the federal government introduced a policy which had 
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the effect (intended or not) of increasing the level of aggregate economic 
activity in one region of the country relative to the others. In the 
recipient region, this would create higher demands for land, labour, and 
capital, tending to force their prices up. If factors were completely 
immobile interregionally, as in a customs union, all of the adjustment 
would have to take place internally. Factor rewards would rise, with 
additional supplies of each perhaps being drawn into use, until equi- 
librium was reestablished. It is possible to identify an unambiguous 
regional effect in this case, since the gains would accrue to individuals 
resident in one region both before and after introduction of the policy. 

The converse situation is true as well. A measure which tended to 
depress economic activity in one region would dampen the demand for 
the services of land, labour, and capital. If prices were flexible, rewards 
would fall; if not, unemployment would result. It is possible, though, to 
give the losers an unambiguous geographical address, since it is assumed 
that all adjustment takes place internally. 

The same point cannot be made once interregional factor mobility is 
allowed. Suppose, in the first example cited, that workers from other 
parts of the country moved into the region to take advantage of the new 
employment opportunities. Wages would still rise, but by less. Some of 
the new higher-paying jobs would now go to individuals who had lived 
outside the region prior to imposition of the policy but who lived inside it 
afterwards. To which region should the benefit these workers received 
be credited? Should it be credited to the one they left, on the grounds 
that this is the community to which they really belong? Or should it be 
credited to the region to which they had moved, since this is now their 
residence? There is obviously no clear answer here. The same logic 
applies to the case of capital, with perhaps even more force, since new 
investment is even more mobile. 

The issue is even more complicated, though. As we have just seen, 
migration acts to reduce interregional wage differences. The fact of 
workers leaving in search of higher-paying jobs in another region creates 
excess demands for labour in the origin region as well, tending to push up 
wages there or at least to arrest downward pressure if there is local 
unemployment. Thus, individuals can remain at their previous employ- 
ment in a region that was not involved in any way in the federal program, 
and they can still benefit indirectly. In the extreme case of perfect labour 
mobility, any wage differences created by a federal economic policy 
would be completely removed by migration. An observer who had been 
ignorant of events up to this point would be unable to ascertain, on the 
basis of ex post wage data alone, which region had originally been the 
target of the government initiative. 

The same point applies in reverse for the case of a policy that curbs 
economic activity in one region. The fact that workers will leave in the 
face of slack labour demand arrests the wage decline or unemployment 
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that would otherwise result. The overall impact of the policy on individu- 
als resident in the region both before and after the policy was introduced 
will thereby be mitigated. If the out-migration is at all significant, such 
that it affects labour market conditions in the destination regions, then, 
in effect, the adverse impacts of the policies will be spread around the 
country. 

The policy implication to be drawn from these observations is that 
interregional factor mobility can play an important role in lessening 
regional economic conflict within a country. The more easily factors are 
able to relocate through migration, the less salient the regional dimen- 
sions of national economic policies become. The point is not that mobi- 
lity should be promoted beyond what individuals would normally under- 
take themselves in response to market incentives. The object, rather, is 
to minimize the number of regulatory impediments to such movements. 

These remarks on factor mobility and regional grievances suggest only 
that the concept of regional winners and losers from federal economic 
policies is complex, not that it is necessarily invalid. This is true for two 
reasons. First, factors are not perfectly and costlessly mobile inter- 
regionally. New investment may be able to respond to opportunities 
created elsewhere, but existing plant and equipment, once in place, is 
typically immobile. Owners cannot easily relocate it to other provinces, 
either to seek out higher returns or, more seriously perhaps, to avoid 
sudden losses at their current location. If the return to capital in place 
falls as a consequence of a government policy, and if relocation is 
impossible, the asset value of the equipment simply declines commen- 
surately; owners are subject to a capital loss. The impact of the National 
Energy Program on the oil and gas industry in western Canada is an 
example of this effect. 

Capital employed in a region need not be owned solely by local 
residents, so the capital loss may not have an unambiguous regional 
effect in any case. The oil and gas industry, with its high level of foreign 
ownership, is a case in point. There is, however, one important and 
obvious case where ownership and residency are inextricably linked, 
namely housing. Small businesses, especially those in the service sector, 
are a second example. Municipal or provincial infrastructure is a third. 
Owners of these assets, or those responsible for them, are most 
obviously affected by any economic policy that tends to depress the 
level of economic activity in the region. Just as these groups tend to be 
the strongest supporters of province-building measures, so too are they 
the most vocal critics of what they see as being regionally discriminatory 
treatment by the federal government. For them, aggregate levels of 
economic activity are at least as important as per capita returns. 

Labour is not perfectly mobile interregionally either, and it is certainly 
not costless to relocate, in either an economic or a psychic sense. Thus, 
policies that tend to push labour out of one region constantly end up 
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forcing these adjustment costs on a geographically identifiable subset of 
the population. The point takes added impact if there is a linguistic or 
sharp cultural difference between the origin region and the destination 
region (see Mireille Ethier’s research paper, listed in Appendix A). 
Francophones in Quebec, for example, are much less mobile interpro- 
vincially than other Canadians, so much of any adjustment forced on the 
Quebec economy by federal economic policies takes place internally. 
For this reason, if for no other, one would expect a more careful monitor- 
ing of the regional impacts of federal government policies in Quebec. 

Agricultural land and natural resources are immobile. Thus, if they are 
concentrated in one or a few regions, policies that appear to be sectoral 
in intent can have significant regional effects. Local prices adjust to 
reflect the income gains or losses implicit in government policies, with 
the current owners enjoying the windfall or bearing the brunt. 
Ownership of natural resources frequently rests with non-residents, as 
noted above, so the ultimate spatial impact is still uncertain. However, 
like housing, agricultural land is almost totally owner occupied, so any 
sectoral impact maps almost perfectly into a regional one. For this 
reason, farm protest movements are often portrayed as regional political 
conflict. 

The other reason why regional incidence issues remain prominent is 
that when regional units reflect genuine communities, in the sense 
discussed in Part I, it is essential to maintain their long-term economic 
integrity. Out-migration forced by federal economic policies may 
threaten this base. Short of this extreme, however, a region facing 
relative economic and demographic decline may feel that its political 
power within the federation is slipping. Political balance, as well as 
individual welfare, must thus enter as a criterion of fairness in a federa- 
tion. This could explain why demands for equal treatment, or allegations 
of unfair practices, are often cast in terms of comparisons with other 
provinces (Ethier). 


Barriers to Factor Mobility 


There are a great many restrictions on the ability of capital and labour to 
move among provinces. The most recent summary of them is provided in 
John Whalley’s monograph for this Commission, in which he builds on 
earlier analyses by Safarian (1980), Shoup (1977), Maxwell and Pestieau 
(1980), and Whalley (1983). Two Commission research papers are also 
relevant in this context: Sanda Rodgers-Magnet and Joseph E. Magnet’s 
study of the free flow of labour in the Canadian Economic Union, and 
Nicolas Roy’s study of the free movement of capital. In the following 
pages, we draw on these two papers to illustrate the nature and extent of 
barriers, first to labour and then to capital. The information on economic 
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costs that accompanies each discussion is drawn mainly from John 
Whalley’s monograph. Appendix A includes the titles of these three 
Commission studies. 


Barriers to Labour Mobility 


DESCRIPTION 


The Appendix of Whalley’s monograph identifies ten separate types of 
policies and practices which can act to impede interprovincial labour 
mobility. First are hiring practices that favour local residents. New- 
foundland’s registry for petroleum workers and Quebec’s ban on Ontario 
construction workers are the most widely known of these measures, but 
Saskatchewan, Alberta, and Nova Scotia are also mentioned. Second is 
the lack of uniformity and reciprocity in provincial licensing require- 
ments for the professions such as lawyers, architects, engineers, 
accountants, surveyors, and pharmacists. Restrictions in these cases 
run from a simple screening of qualifications up to a requirement that 
out-of-province lawyers practise for three years after being called to the 
bar. 

There is also a substantial variation in the extent to which provinces 
license trades, although the (voluntary) Red Seal Program has fostered 
considerable harmony. Municipalities often have their own criteria, 
thereby restricting even intraprovincial mobility. Regulations with 
respect to minimum wages, hours of work, overtime rates, and vacation 
pay vary interprovincially, although Whalley cites a Department of 
Employment and Immigration study which found these variations to be 
relatively unimportant in affecting labour flows. School systems vary 
considerably from one province to another, but again there is little firm 
evidence that this affects migration decisions very much. Restrictions on 
access to welfare benefits have also been mentioned in this context, 
although federal contributions to the Canada Assistance Plan take direct 
aim at this practice. 

The final two factors that Whalley cites are differences in personal 
taxes and in language. Taxes were covered earlier, when we showed that 
variations in taxes are just as likely to result in too much migration as in 
too little. Language, like distance, is more of a natural barrier. Fran- 
cophones are much less mobile interprovincially than anglophones, but 
it would be difficult to think of this as a distortion in the economy. 

The foregoing is but a brief summary of the restrictions on labour 
mobility that are currently in place. There are countless other more 
subtle and informal ways to discriminate in favour of local residents. 
Even for those that we can identify, it is often difficult to get enough 
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information to be able to calculate the impact on labour flows with any 
precision. Thus, the estimates to follow should be taken as illustrative 
only. 


ECONOMIC COSTS 


Analysis of the economic impacts of barriers to interprovincial labour 
flows proceeds in a manner similar to that for trade restrictions. Fig- 
ure 19-1 depicts the labour market in each of two regional economies. 
The upward-sloping supply curves indicate that additional units of 
labour will be supplied as wage rates rise, a result of new workers 
entering the labour market and of previously employed workers increas- 
ing their hours worked. The downward-sloping demand curves reflect 
the fact that as wages fall, profit-maximizing firms will employ additional 
units of labour. Their costs will be lower, so sales will rise and they will 
find it profitable to substitute labour for other inputs. 

The areas above the supply and demand curves have a useful welfare 
interpretation. The supply curve shows the minimum price that must be 
paid to induce each specific quantity of labour onto the market. The fact 
that one wage typically prevails in the marketplace means that some 
workers receive an economic rent equal to the difference between what 
they actually receive per unit of labour supplied and the minimum price 
they would have accepted to supply this amount. Only the last entrant is 
paid exactly what his or her reservation price is. A similar analysis holds 
for employers. The demand curve shows the maximum amount firms 
would pay for each unit of labour employed. The first few units are highly 
productive, while subsequent ones are less so. Yet the firm pays the 
same rate to each worker. The difference between the maximum amount 
an employer would pay to hire each worker and the amount it actually 
does pay represents a producer surplus. It is only the last worker hired 
whose value to the firm exactly equals its price. 

In Figure 19-1, if labour is free to locate interprovincially, the equi- 
librium wage (ignoring mobility costs and location preferences) will be 
W,. At this rate, L, units of labour will be supplied in region 2, while L, 
units will be demanded; the difference of L,L, units represents net out- 
migration. In region | on the other hand, Lg units will be demanded per 
period, with L,; units being supplied locally and LL, (equal to L,L,) 
coming from outside the province. Note that the equilibrium national 
wage in the absence of mobility restrictions is that which ensures that 
L,L, equals L.Lg. 

Suppose now that region | imposes a quota equal to Q, on out-of- 
province workers. The total supply of labour to region 1 is now given by 
the curve S + Q. Wages rise to W,, the quantity of labour demanded 
falls to L, from Lg, and local supply increases to L, from L,. Net in- 
migration is now at the quota level Q, represented here as L,L,. The 
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FIGURE 19-1 Impact of Restrictions on Interprovincial Labour Mobility 


Region of Out-migration (2) Region of In-migration (1) 
Wage Wage 


Source: Whalley, 1985. 


quota in region | creates an excess supply of labour in region 2, pushing 
wages there down to the level W,. Employment rises to L,, local supply 
falls to L3, and this leads to out-migration of LL, (equal to Q or L,L,); 
W,, it will be noted, is the wage rate in region 2 that will produce exactly 
QO units of labour for the requirements of region 1. 

The welfare impacts of the quota can be readily indicated. Workers 
remaining in region 2 are worse off by the amount of the areas 
5 +6+7 + 8. Local firms, by contrast, benefit from lower wages by 
the amount 5 + 6. Those leaving region 2 for quota jobs in region 1 
benefit from a quota rent of areas 9 + 10, equal to the volume of 
migration times the hike in wages. The net impact on the sending region, 
then, is — 7 — 8 + 9 + 10, assuming that the quota rent is allocated to 
the region from which the migrants came. Regions of out-migration can 
actually benefit from a quota in another province by sharing in the rents 
created. 

Region 1’s workers are better off by area 2, and this, presumably was 
the intent of the policy. Employers are worse off by the sum of areas 
2+ 3+9 + 10 + 4. The net impact on the destination region, then, is 
— 3 —9 — 10 — 4. Netting out areas 9 + 10, which are redistributed to 
migrants from the region of out-migration, the national efficiency costs 
of the labour market quota are the sum of areas 3 + 4 + 7 + 8. The 
values of these in dollar terms can be calculated from information on 
actual employments, net migration, estimates of quota-induced wage 
premiums, and demand and supply elasticities. 

Table 19-1 gives Whalley’s estimates of the interregional impact of 
quota-type restrictions on labour mobility for six occupations. Quota 
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effects are assumed to be fully reflected in wage differences across 
provinces. If workers in a given occupational class earn more in one 
province than another, the gap is assumed to reflect restrictions on 
migration into the high-wage area; to the extent that such gaps reflect 
other phenomena such as labour market disequilibria, the estimates will 
be biased. The overall national efficiency loss from labour market 
restrictions for 1981 is put at $22.827 million; $16 million of this amount 
stems from restrictions on welders, with, physicians and surgeons, and 
pharmacists also being important elements. Regionally, the brunt of the 
loss is accounted for by Alberta and British Columbia, with Quebec and 
Manitoba/Saskatchewan also showing losses. Ontario and the Atlantic 
provinces appear to benefit as their workers enjoy a share of quota rents 
created in other provinces. As with trade barriers, therefore, the actual 
costs appear small in relation to the political attention they have man- 
aged to generate. 

Different model specifications would alter the results somewhat. A 
quota that prohibited out-of-province workers entirely, for example, 
would show only efficiency losses with no possibility of gains to other 
regions. Quotas can obviously generate rent-seeking behaviour, mean- 
ing that some or all of what appears as redistribution in the above 
formulation might in fact be economic waste as well. Efficiency costs 
would be higher in this case. As with earlier analyses, no work along the 
latter line has yet been done for Canada. 


Barriers to Capital Mobility 


DESCRIPTION 


Whalley picks out six types of restriction on the interprovincial mobility 
of capital. Firstly, several provinces have residency requirements 
attached to land ownership, although these are not yet very widespread 
or constraining. Secondly, three separate practices are noted under the 
general heading of provincial policies which affect the location of invest- 
ment. Heritage funds in Alberta, Saskatchewan, and Nova Scotia are 
noted, as are royalties from Hydro-Québec. All are used to subsidize 
investment in the home province. There are also geographical restric- 
tions on pension fund and insurance company investments. 

The third category listed consists of provincial control over financial 
institutions, in particular as it is used to promote provincial economic 
development. Examples include Ontario Savings Offices, Alberta Trea- 
sury Branches, Quebec’s Caisse populaire Desjardins and Caisse de 
dépét et de placement; and other institutions which “partially inhibit the 
free interprovincial movement of capital through their borrowing and 
lending policies.” A variant of this can be found in the fourth category: 
the subsidized loans which Crown corporations receive from provincial 
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governments and which, when added to their preferential taxation sta- 
tus, give them a marked advantage over private-sector competitors. 

Policies to assist business are Whalley’s fifth category of restrictive 
measures. These include grants or loans to businesses that operate 
within the province; regulations governing local representation on 
boards of directors or governing the retention of local legal services; and 
threatened outright prohibitions on asset transfers such as occurred with 
MacMillan Bloedel in British Columbia and Crédit Foncier in Quebec. 
Different provincial regulations with respect to the issuance of securities 
is another aspect, although Whalley does not in fact see this as much of a 
problem. Neither does Courchene (see Chapter 20 management and the 
division of powers, listed in Appendix A). Courchene suggests that 
economic necessity, if nothing else, will generate harmonization across 
provinces; it is simply too costly for regional stock exchanges to deviate 
much from the practices of the Toronto Stock Exchange. However, as he 
acknowledges, some recent innovations in Quebec may reduce the force 
of this point somewhat. Other Commission research, by Richard 
Schultz and Alan Alexandroff (listed in Appendix A), paints a consider- 
ably more pessimistic picture of the potential for distortions in provin- 
cially regulated or controlled capital markets. 

The sixth category of measures that can influence the location of 
capital relates to differences in corporate income tax rates and special 
investment incentive tax credits. We discussed the taxation issues in 
Part II. Ontario gives special treatment to small business development 
corporations to stimulate investment in small enterprises. Quebec tax- 
payers receive credits for investing in a SODEQ, which is essentially a 
private-sector venture capital firm. The most prominent Quebec provi- 
sion, though, is one that allows residents to deduct 20 percent of earned 
income, up to a maximum of $15,000, for the purchase of shares in 
Quebec companies. British Columbia and Saskatchewan also provide 
tax incentives for investments within the province. 

As with all other such measures, these provisions covering capital 
flows are only the ones that are known to exist. There are no doubt 
countless other practices that have the same effect but are introduced on 
an informal and even an ad hoc basis. One could never, therefore, really 
evaluate their impact on aggregate economic efficiency. However, there 
may not be much cause for concern on this account, as we shall now 
demonstrate. 


ECONOMIC COSTS 


The analysis of restrictions on capital movements is more complex than 
that for labour. The key question in this instance is whether Canadian 
provinces operate in an international capital market, with foreign funds 
being available in unlimited amounts at the going interest rate. If they 


270 Part Il 


are, the impact of barriers is restricted to the provinces imposing them. 
If, however, Canada is not purely a price taker on this market, the 
analysis is similar to that for labour markets. 

This important distinction can be given the following intuitive expla- 
nation. Suppose that a provincial government decides to provide a 
subsidy to capital investments. This would have the effect of drawing 
additional capital into the region, driving down the net-of-subsidy return 
to capital. The inflow would continue to the point where the gross-of- 
subsidy return in the region was just equal to the market rate of return 
available in other regions. The region, and hence the nation, would pay 
an efficiency price for this subsidy, since there would in effect be “too 
much” capital in the subsidy region, as the policy presumably intended. 

The important question is where this additional capital comes from. If 
Canada was a price taker on international markets, funds would simply 
flow into the province from abroad. Alternatively, funds could come 
from other regions, with international supplies coming in to replace 
them. In neither case would the subsidy affect other provinces. Their 
rate of return, and hence their total capital supply, would be unchanged. 

Suppose, though, that Canada did not have access to international 
capital in this manner. In this case, capital drawn to one region would 
necessarily come from elsewhere in the country. Both of the regions 
concerned would end up suffering from distortions, since there would be 
too much capital in one area and too little in another. It would be possible 
to increase national output by relocating supplies interregionally, but 
there would be no incentive for private investors to do so. Estimates of 
the costs of these distortions, in this event, would proceed along the lines 
of that for labour. 

The normal assumption is that Canada is in fact a small open economy 
with respect to capital flows, so the first of the two considerations is 
more likely. Whatever allocative effects exist are borne entirely by the 
region imposing them. But if there are no interprovincial effects, it might 
be argued, then there is no federalism issue. A regional economy surely 
has the right to distort its internal capital market as much as it wishes. It 
is up to electors in that province to judge the wisdom or folly of such a 
policy; it is not up to other Canadians to do so. Thus, purely on the 
grounds of economic efficiency, analysts such as Whalley see no par- 
ticular cause for concern about restrictions to interprovincial capital 
flows. 


Issues and Directions for Reform 


There is really only one issue with respect to restrictions on the interpro- 
vincial flow of capital and labour, but it is one that strikes at the very 
heart of federalism. Specifically, does any province, in the interests of 
promoting its own economic growth and development, have the right to 
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provide its own residents with preferential access to jobs and investment 
opportunities? 

There are three different responses to this question. At one extreme 
are those who argue that this right should not exist in any circumstances. 
It would be economically costly; even if the numbers were apparently 
quite small, they would still not be zero. Further, the economic costs of 
restrictions could be much higher than those measured by partial-equi- 
librium techniques. Interregional mobility acts as employment insur- 
ance in part, it will be remembered. As long as jobs can be sought in 
another province, there is less of an incentive to provide diversified 
economic bases in each region of the country. If this option was fore- 
closed, however, pressure would mount on provincial governments to 
provide this insurance internally, presumably at greater economic cost. 
There would be greater political support within Alberta for diversifying 
the province’s economic base, for example, if Alberta oil rig workers are 
precluded from taking jobs in the Hibernia development. 

A complementary argument is that restrictions on factor mobility are 
bound up with the very notion of a national community. Canadians can 
understand that it may be difficult to get permission to work in Seattle, or 
to buy land or invest in a factory there; but to have the same restrictions 
in Vancouver would be intolerable. The essence of national citizenship is 
surely the right to choose to live wherever one pleases and to be able to 
relocate internally at will. It is the political symbolism of barriers, at 
least as much as their actual economic impact, that is at the heart of the 
issue. Barriers, in this view, should be strictly prohibited. 

The counter to this argument is that provinces must have the right to 
regulate capital and labour flows if they are to be able to maintain control 
over their own economic development. The costs of such policies to the 
national economy are small, and in any case they are purely internal 
ones in the case of capital restrictions. No province has ever proposed 
limiting migration completely, or even significantly, so the figures are 
unlikely to grow much over time. Mutually destructive policies will be 
avoided out of common sense and because of interprovincial collabora- 
tion. Hence, there is no need for any formal attention to the barriers 
issue, and certainly no need for any mechanisms beyond whatever 
informal codes of conduct the provinces choose to arrange among 
themselves. 

The final position is an intermediate one. It says that some provinces, 
under some conditions, should have a limited right in this area but that it 
should be generally prohibited otherwise. Quebec, for one, might have 
special powers, given the special nature of migration to and from the 
province. Poorer areas might be given special treatment as well, in an 
effort to get self-sustaining economic development going for the benefit 
of long-time unemployed residents. The Constitution Act, 1982 took 
exactly this position. Section 6(2) guarantees the right of Canadians to 
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“move to and take up residence in any province; and to pursue the 
gaining of a livelihood in any province.” Section 6(4), however, permits 
affirmative action programs in provinces with employment rates below 
the national average. 

Proposals for reform in this area parallel those for trade in goods and 
services. There are the “do nothing” advocates who argue that provin- 
ces, in their own interest, will never restrict factor flows that are econom- 
ically significant. Provinces are too small to be able to shift the costs 
elsewhere, and voters will not long tolerate such costs being borne 
internally. If there is a problem arising from asymmetry in regional 
populations, then the solution is devolution of responsibility. Capital is 
mobile internationally at any rate, so distortions here end up harming the 
local economy only. To the extent that interventions are directed at 
legitimate regional goals, this is consistent with the tenets of federalism. 
If the interventions are misplaced, voters will react accordingly. 

Those observers who view the barriers as a more serious problem are 
split as to what the appropriate remedies might be. The options are 
essentially those encountered above for interprovincial trade: judicial 
enforcement, a policing role for the federal government, or some sort of 
intergovernmental process. The attractions and drawbacks of each are 
also much the same as before. The great unknown at this moment is how 
the courts will choose to interpret section 6 of the Charter, though they 
may well achieve the delicate balancing act that is required in this area. 


Regional Disparities 


The second major policy issue in a common market setting is the 
question of regional economic disparities. We saw above that factor 
mobility is expected to equalize differentials in earnings, at least up to 
some constant representing migration costs plus location preferences, or 
to risk premiums in the case of capital. The purpose of this section of the 
chapter is to see how closely this prediction is met in practice in Canada, 
to look at past regional development policies, and to outline some 
suggestions for reform. 


Patterns and Explanations of Disparities 


Much has been written about regional economic disparities in Canada 
since the initial work on the topic by the Royal Commission on Canada’s 
Economic Prospects. These research and policy efforts have been sur- 
veyed and evaluated for the Commission as part of its study of the 
Canadian economic union; the full texts are published in companion 
volumes to this monograph (see Appendix A). We shall draw on these 
surveys here. 

Robert L. Mansell and Lawrence Copithorne’s survey of regional 
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economic disparities begins with questions of definition and measure- 
ment. The authors note that disparities are typically measured across 
provinces in the Canadian literature and that even though these are 
seldom “regions” in the sense that economic theory requires, they are 
the politically relevant ones in a federation and are the only ones for 
which consistent data exist. There are also numerous ways of measuring 
disparities, ranging from absolute differences through relative ones to 
calculating the number of years of average economic growth that sepa- 
rate poor from rich jurisdictions. Like most analysts, Mansell and 
Copithorne choose to concentrate on disparities in income and unem- 
ployment rather than on broader indicators; this is for statistical reasons 
as much as for any other. 

What do we know about regional economic disparity in Canada? Fora 
start, we know that per capita earned or market income (i.e., excluding 
transfer payments) varies significantly across provinces. In 1981, for 
example, Newfoundland’s per capita market income was only 53.8 per- 
cent of the national average, while Alberta’s was 114.1 percent, more 
than twice as great. In that year only three provinces (Alberta, Ontario, 
and British Columbia) were above the national average, although Sas- 
katchewan was close at 99.7 percent. Manitoba and Quebec formed the 
next group at slightly over 90 percent, followed by Nova Scotia at about 
70 percent, and New Brunswick and Prince Edward Island with less 
than two-thirds of the mean income. Neither this general pattern nor the 
relative spread has changed much over the 60 years for which we have 
data, although individual rankings have altered occasionally. 

Earned income is normally taken as the initial measure of income 
disparity, since it most accurately reflects the relative strength of the 
various economies. Other measures, however, are more representative 
of relative economic well-being, and they show much less variation. If 
total personal income (defined as market income plus government trans- 
fers to individuals) is considered, the poorest province is now 65.1 per- 
cent of the national average and the richest is 110 percent. A statistical 
index of disparity for this series is less than 80 percent of what it was 
under the first definition of disparity. If after-tax income rather than 
gross income is considered, discrepancies narrow further, reflecting the 
progressivity of the personal income tax. Calculating income per house- 
hold rather than per person has a dramatic effect. Newfoundland’s 
personal disposable income per household now becomes 87.6 percent of 
the national average, and Prince Edward Island and New Brunswick 
become the poorest provinces at 79 percent. The index of variation for 
this calculation is less than half of what it was for earned income per 
capita. Adjusting for prices, to capture real purchasing power, reduces 
variation slightly more. 

What is one to make of these standardizations? Adjusting for cost-of- 
living differences, imperfect as this procedure is with the data available, 
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is certainly justified since it is real command over goods and services 
that one is interested in comparing. Looking at disposable income rather 
than total income is also defensible if one assumes that government 
services are provided on a roughly equal per capita basis across the 
country, irrespective of tax contributions. Using household rather than 
population as the unit of account is more suspect. The rationale for doing 
this is a belief that there are certain economies of scale in households, for 
instance that two or three or four can live as cheaply as one. The 
principle is sound, but the cost savings are certainly not as large as the 
simple adjustment assumes. 

The most controversial adjustment, however, is looking at total 

income as opposed to earned income. Certainly, the latter is a better 
measure of individuals’ access to goods and services, and thus gives a 
better indication of the actual living standards of individuals across the 
country. The problem comes when one recognizes that the source of the 
difference between the two series — transfers to individuals — is nei- 
ther unlimited in supply nor neutral in its effects on the recipient regional 
economies and on the individuals themselves. Government policies do 
indeed reduce income differences, but they have other effects as well. 
We shall later look further into this link between transfers and regional 
economic performance. 
The obvious question is why earned incomes per person differ so mark- 
edly across regions. By definition, this must reflect either lower earnings 
per worker in some regions compared to others or different employment 
rates (those employed as a proportion of those of working-force age); or 
some combination of the two. By most accounts, the explanation is 
about evenly split between earnings and employment rates, with the 
former being perhaps slightly more important. Put differently, if those 
actually employed in the poorer regions were to earn, on average, what 
their counterparts in wealthier areas do, about one-half of observed 
income disparities would disappear. The remainder would reflect the 
fewer number of people actually working. However, this result is just 
statistical decomposition. We need to inquire further into why earnings 
and employment rates vary by region. 

The most obvious explanation for variations in average earnings 1s 
that occupation and industry structures are different. Fishermen do not 
make as much as corporate vice-presidents. If there are relatively more 
fishermen in Nova Scotia and relatively more executives in Ontario, 
average earnings will be higher in the latter province. Regional dis- 
parities in this case are only a statistical illusion, reflecting nothing more 
than the “normal” spread of earnings across occupations or across 
persons, which characterizes all industrial societies. Empirically, how- 
ever, this feature seems relatively unimportant in Canada. Calculations 
have demonstrated that if Nova Scotia, for example, were to have 
Ontario’s industrial mix, its relative income position would be improved 
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only slightly. It is earnings for any given job, rather than the type of job, 
which accounts for most of the income gap. Fishermen and corporate 
executives in Ontario both make more than their Nova Scotia counter- 
parts. Only Saskatchewan and Prince Edward Island, with their rela- 
tively highly specialized economies, are much affected by industrial 
structure. 

If wage rates for a given employment vary across provinces, the 
explanation must lie in worker productivity. There are several factors 
which might explain differences in output per employee. Length of work 
week does not appear to be important. On the other hand, labour quality 
and capital employed per worker appear to account for as much as 
70 percent of the gap. Lower-income regions have relatively fewer 
prime-age male workers, considered by the methodology employed in 
this type of analysis to be the most productive, since their relative 
earnings are the highest. Such regions have a less educated workforce, 
an even more significant factor. Lower-income regions also have lower 
ratios of capital to labour, which again lowers labour productivity. The 
remainder of the productivity gap is probably explained by such things 
as a slower rate of adoption of new technology, poorer management, 
fewer and smaller urban centres, and greater distance from important 
markets. 

Nevertheless, noting such associations does not explain them. There 
is a very real problem of identifying cause and effect. Education of the 
workforce appears to be lower in poorer regions because individuals 
with training are more likely to migrate in search of better employment 
opportunities elsewhere. Less capital per worker could simply reflect 
the poorer investment climate. The decision to adopt new technology as 
it becomes available is primarily an economic one, so the speed with 
which it is done would tend to reflect the buoyancy of the regional 
economy. Good managers tend to end up in head offices, irrespective of 
where they started out. 

One should not expect factor prices to be exactly equal across regions, 
it will be remembered. Location preferences and migration costs will 
create a wedge in equilibrium values, even if conditions are such that 
interregional mobility would otherwise narrow differences. In addition, 
some recent theoretical work has shown how transport costs and tariffs 
can supplement this prediction. At the moment, however, we simply do 
not know how important these qualifications might be. This is clearly an 
area that deserves more research. 

The other half of the differentials of per capita earnings reflect lower 
employment rates in poorer regions; that is, out of a population of a given 
size, relatively fewer individuals will actually be employed in some 
provinces. By definition, this must result from some combination of 
fewer people of working age (between 16 and 65 years of age) in the 
population, lower participation rates of those in this age group, and 
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higher unemployment rates among those in the labour force. All three 
seem to be important in Canada. Typically, there are fewer people of 
working age in the poorer provinces; those who are of working age 
(mainly women) are less likely to seek work actively; and those who do 
seek work stand a much greater chance of being unemployed. 

As with earnings, these patterns do not explain employment rate 
differences. The age selectivity of migration explains the different work- 
ing-age populations of the regions. The decision to enter the labour force 
in search of employment is partly an economic choice; low wages and 
high unemployment rates discourage job search. High unemployment 
rates are far more a reflection of a depressed economy than an explana- 
tion of why the economy is depressed. 

We know distressingly little about the operation of regional labour 
markets beyond the statistical differences outlined above. No cohort- 
survival model of population growth has ever been applied to try and 
explain the differences in age structure among the provinces. Some work 
has been done on labour-force participation determinants, although not 
much that is directed toward explaining interregional differences in 
them. However, these two together are probably not as important as 
relative unemployment records, and here there are some hypotheses and 
even some minimal empirical work to draw on. Since the topic is an 
integral part of the overall interregional adjustment process, we shall 
present it in that context. 


Interregional Adjustment 


This section draws on John Vanderkamp’s research paper for the Com- 
mission, which provides an extensive discussion of both theoretical and 
empirical work on the process of interregional adjustment in Canada. 

Canadian regional economies have been subject to economic shocks 
throughout their histories. The Atlantic provinces, in particular, have 
seen a long-term relative decline in their economic fortunes. The reasons 
range from shifts in terms of trade to the depletion of resources. Quebec 
has experienced similar pressures, though they have been less severe 
because of the province’s broader economic base. Saskatchewan and 
Manitoba have witnessed rapid labour-displacing technological change 
in agriculture, without alternative employment developing naturally. 
The other three provinces have been consistently more fortunate, 
Ontario because of its broad manufacturing base, and Alberta and 
British Columbia because of their resource endowments. These are only 
broad generalizations; the actual experience for particular provinces has 
been much more varied. 

Adjustment in Canada has taken all four of the forms described earlier. 
Interprovincial migration has been an important outlet in the past. 
Migration has responded to expected real income differentials and these 
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flows have in turn reduced economic disparities among the regions. It is 
also clear from the literature that this mechanism works better in some 
parts of the country than in others. Saskatchewan, and toa slightly lesser 
extent Manitoba, are classic examples of highly responsive out-migra- 
tion. Largely because of out-migration, these provinces have maintained 
a per capita income position close to the national average, in spite of 
massive changes in their agricultural sectors. French-speaking 
Quebeckers are at the opposite end of the spectrum for obvious reasons, 
though we should not forget earlier large-scale movements, such as to 
New England. Most of the adjustment of this sort for Quebec has been 
concentrated in other groups. Atlantic Canadians fall between the two 
extremes. North of 60° N, natives are of course less mobile than non- 
natives, again for understandable reasons. 

There is much that public policy can do to promote such relocation of 
labour. The problem, as we have already noted, is not in knowing what to 
do but in deciding whether to do it. Economic efficiency at the national 
level may be served by moving people to jobs, but this may not benefit 
some regions in the long run. Declining populations create political 
problems in a federation, if nothing else. 

Factor prices have also borne part of the adjustment in some 
instances. The spread in earnings per capita, noted earlier, is consistent 
with the hypothesis that these rates have fallen relative to opportunities 
in the wealthier regions, at least up to a margin reflecting location 
preferences and migration costs. This is not to say that these two factors 
explain all of the spread, nor that this point is firmly and rigorously 
established in the literature. It is merely one interpretation of the time 
series data on migration flows and factor price differentials. 

Interregional transfers also figure prominently in the analysis. A vast 
system of interpersonal and intergovernmental transfer schemes has 
arisen in Canada in the postwar period. Many of these, such as old-age 
pensions, are neither explicitly nor implicitly regional in scope; one 
collects exactly the same sum regardless of place of residence. Some 
intergovernmental fiscal transfers, such as those under Established 
Programs Financing, are also of this sort. Other transfers, such as 
equalization payments, are explicitly regional in that they purposely 
direct funds to specific provinces on the basis of economic status. 
Finally, some transfers are implicitly regional in that they make pay- 
ments of a type that necessarily go to some regions more than to others. 
Fisheries and agricultural assistance are obvious examples of programs 
which are sectoral in principle but regional in practice. Unemployment 
insurance is both; obviously more benefits are paid to high-unemploy- 
ment areas, but the provisions of the scheme vary across regions, 
depending on unemployment rates. 

Courchene, in a much-discussed and controversial paper (Courchene, 
1978), ties continuing regional economic disparities directly to the exis- 
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tence of these transfers, and especially to their design. The logic is quite 
simple. Assume some set of economic circumstances in a region that act 
to create excess aggregate supply. Prices are sticky downward, so unem- 
ployment results initially. But rising unemployment triggers various 
kinds of transfer payments into the region, such as individual compensa- 
tion to the unemployed and additional equalization entitlements to the 
host provincial government. The receipt of transfers renders unneces- 
sary any further adjustment, such as out-migration or falling real wages. 
Yet without adjustment, the region is forever unable to regain its former 
economic standing; its wage rates are out of line relative to its labour 
productivity. 

Courchene has gone even further, linking transfers to some of the least 
wise of the provincial economic policies. His argument rests essentially 
on what is known as moral hazard. If provincial governments are not 
forced to bear the full costs of their actions, they will quite rationally 
implement policies (highly attractive on other grounds perhaps), which 
they would otherwise avoid. Unrealistic minimum-wage laws, language 
policies, and restrictions on non-resident land ownership are three 
examples that he cites. These popular programs can be implemented 
because the distortions they cause are paid for by others, at least in part. 
Unemployment insurance covers those who are displaced by minimum- 
wage legislation, while equalization payments offset the consequences 
of the other two. 

The end result of this system is a state that has come to be known as 
transfer dependency. In reality it is a vicious circle. Economic misfor- 
tune begets transfers, which beget poor economic policies, which beget 
further economic misfortune. All economic agents in the recipient 
regions, private as well as public, are acting rationally, given the system. 
Yet the guaranteed outcome is the continued economic stagnation of the 
poorer regions. This comes at increasing cost to the economic union asa 
whole, since those adjustments that would otherwise take place by their 
very nature increase output. Thus, the link between economic integra- 
tion, regional disparities, and government policy is tightly drawn. 

Courchene’s argument is compelling, but does it stand up to empirical 
testing? There is some evidence on certain aspects of the thesis, but to 
date there has been no complete examination of it. Work on unemploy- 
ment insurance and labour market adjustments! has tended to support 
the notion that transfers do affect interprovincial migration. Specifically, 
both Cousineau (1979) and Winer and Gauthier (1982) have concluded 
that the changes in 1971 making the unemployment insurance scheme 
significantly more generous acted to retard out-migration from the 
Atlantic provinces — out-migration which, given the relative income 
and unemployment levels of the source and the probable destination 
areas, would have been socially beneficial. Cousineau, in his Commis- 
sion study (listed in Appendix A), also draws attention to research which 
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suggests that ‘the UI program reinforces the concentration of unstable 
and short term jobs in the regions with high unemployment and a high 
concentration of seasonal industries.” 


Regional Economic Development Policy 


The idea that government actions as much as market imperfections lie 
behind disparities brings us to regional economic development policy. 
We are interested in three separate questions here. What policies have 
we tried? How effective have they been at reducing disparities? How 
have our efforts at regional development reflected the federal character 
of the country? 

It is useful to classify federal economic policies into three separate 
categories according to their regional implications. First are those mea- 
sures which are intended to apply uniformly across the nation (directed 
at individual citizens or businesses, or at provincial and municipal 
governments) but which nonetheless have unequal regional incidences. 
As long as economic structures, demographic profiles, degrees of 
urbanization, or climate vary interregionally, some groups will benefit 
(or be hurt) disproportionately. Monetary policy, tariffs, personal 
income taxes, defence, family allowances, and per student grants to 
higher education are examples of programs or policies whose regional 
effects are implicit only. Measures of this type will be considered in 
Chapter 20. 

The second type of federal policy is explicitly regional in focus and 
compensatory in intent. Equalization payments are the obvious exam- 
ple here. Provinces qualify for them by virtue of having an unacceptably 
low taxation base. Thus, the payments are directed by design at some 
provinces and not at others. They are also compensatory; that is, they 
are intended to offset natural economic disadvantages but are not aimed 
at combatting the underlying causes. Another example is regionally 
differentiated unemployment insurance terms and benefits. Here it is 
simply acknowledged that in some parts of the country unemployment is 
more likely to occur and that, when it does, it lasts longer than in other 
areas. More generous terms and benefits make up for this. 

Finally, there are policies which are still explicitly regional in focus but 
are developmental in intent. In N. Harvey Lithwick’s research paper 
(see Appendix A), they are defined as follows: 


Economic development .. . refers to the structural transformation of an 
economy such that, over time, it becomes increasingly capable of sustaining 
its capacity for further expansion out of its own, internal resources. Since 
the prerequisites for such sustained expansion include an increasingly dif- 
ferentiated and integrated economic structure, combined with incentives 
for its key actors to accumulate capital, to innovate, and to be efficient, the 
goal of development policy is to ensure that such prerequisites are created. 
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Here we focus on development and compensatory policies. Clearly, 
however, these initiatives cannot be considered in isolation. Thus, there 
will be continual reference to the interdependencies of regional eco- 
nomic grievances, equalization, and regional development policies, 
including an attempt to put them all into a broader political economy 
perspective. 


HISTORY 


Canada has had a regional development policy of sorts throughout its 
history. Decisions to complete the Intercolonial Railway, and then to 
offer special rates to Maritime shippers, were deliberate attempts to 
shore up the industrial capacity of the Maritimes. The Crow’s Nest Pass 
Agreement was a similar measure for the developing prairie grain econ- 
omy. Export duties on unprocessed log exports at the turn of the century 
were aimed at increasing the degree of processing to take place in central 
Canada and British Columbia. A prominent example of federal relief 
measures during the Great Depression was the regionally targeted Prai- 
rie Farm Rehabilitation Act. 

Regional economic disparity played little role in immediate postwar 
economic policy. Instead, emphasis was on promoting aggregate eco- 
nomic growth and stability, and creating the outlines of the modern 
welfare state. Poorer regions, to the extent they entered the calculations 
at all, were expected to benefit from the general economic prosperity 
that was generated. In Lithwick’s words, “Regional development was 
seen as an adjunct of national development.” 

The first explicit attention to the issue of regional economic disparities 
came with the report of the Gordon Commission in 1957, and with its 
supporting research studies. Political action followed soon after. A 
‘Roads to Resources” program was announced, committing the federal 
government to constructing highways north of 60° N, and to picking upa 
share of the costs of similar endeavours in the provinces. In addition, 
winter works bonuses were made available for construction activity 
undertaken in times (and in areas) of relatively high unemployment. 

What was to become a long succession of boards, agencies, commit- 
tees, and departments, each witha suitable acronym, began in 1961 with 
the Agricultural Rehabilitation and Development Act (ARDA). The target 
was rural poverty. The goal was to find ways, through better land- 
utilization techniques, of keeping marginal farmers on the land. A more 
explicitly regional focus was adopted in 1962 with the creation of the 
Atlantic Development Board (ADB), though at the time it was given only 
a research and advisory role. 

Regional development took on added importance with the change in 
government in 1963. The ADB was given a program orientation and funds 
to disburse, most of which subsequently went toward social infrastruc- 
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ture projects. In 1964 ARDA was renamed the Agricultural and Rural 
Development Act and was put under a new Department of Forestry and 
Rural Development. Its focus changed from purely agricultural 
assistance to rural economic development in general. “Special rural 
development areas” were designated for special attention. The Fund for 
Rural Economic Development (FRED), established in 1966, had an even 
broader mandate. It was to implement comprehensive rural develop- 
ment strategies in areas judged to be “promising.” Areas not meeting 
these criteria were to receive adjustment aid; out-migration was deemed 
inevitable and the only task was to make it as painless as possible. 

Rural areas were not the only ones to receive government attention. 
The Area Development Agency (ADA) was established in 1963 to pro- 
mote industrial development in poorer regions. Firms locating in spe- 
cially designated areas could qualify for tax exemptions, for accelerated 
depreciation allowances and, with the introduction of the Area Develop- 
ment Incentives Act in 1965, for cash grants. 

These early regional development efforts were a hodgepodge of pro- 
grams and agencies scattered throughout the federal bureaucracy, each 
with different and sometimes tenuous links to the provincial govern- 
ments concerned. The apparent bureaucratic disarray was to change in 
1969 with the establishment of the Department of Regional Economic 
Expansion (DREE). For the first time regional economic development 
was to have a departmental focus. Moreover, this new portfolio, in the 
words of Aucoin and Bakvis (see Appendix A), “was not to be just 
another line department but rather was to initiate and facilitate cooper- 
ative efforts between the line departments, when so authorized to coor- 
dinate the implementation of programs and, when necessary, to proceed 
on its own.” The appointment of a senior minister to the portfolio 
underscored the importance to be attached to the task. 

DREE continued with many of the same tactics that previous agencies 
had employed. Certain urban centres in poorer provinces were desig- 
nated as “special areas,” thereby qualifying for funds to support the 
provision of social infrastructure. They were to be the “nodes” or 
‘‘srowth poles” around which economic development would centre and 
spin off into the region in general. The Regional Development Incentives 
Act (RDIA) continued to designate certain areas as eligible for loan 
guarantees and subsidies for firms which choose to locate in them. 

The initial enthusiasm with which DREE had been greeted soon disap- 
peared, however. It was criticized on two broad scores. First, its very 
policies became suspect. It soon gained the reputation of dispensing 
large sums of money with very few results. In particular, the industrial 
incentives grants came in for severe criticism. It was charged that they 
did not significantly affect the location decisions of firms; that even when 
they did, it was often only to relocate economic activity from one 
underdeveloped region to another; and that the incentives created signif- 
icant and costly distortions. Even the infrastructure grants under the 
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“special areas” program became targets as growth-pole theory fell into 
disfavour among planners. 

The other major concern with DREE lay in its administrative 
approach. It was felt to be too centralized and inflexible, especially with 
respect to the economic development objectives of provincial govern- 
ments. There was also considerable tension within the federal 
bureaucracy between DREE, with its explicit regional development man- 
date, and line departments with their more sectoral approach. Often the 
latter groups (transportation, energy, fisheries, for example) could affect 
a region’s economy much more significantly than any policy that DREE 
was able to mount. 

As aresult of these pressures DREE was reorganized in 1973, and the 
system of General Development Agreements (GDAs) was instituted. 
Now the federal government negotiated a separate agreement with each 
province, wherein the general developmental goals to be pursued were 
outlined. Specific projects were then devised by a committee of officials 
drawn from both governments and run by the province. DREE’s staff was 
relocated to each of the regions to provide more local expertise. Ottawa 
paid for up to 90 percent of project costs in Newfoundland, 80 percent in 
Nova Scotia and New Brunswick, 60 percent in Quebec, Manitoba, and 
Saskatchewan, and 50 percent for the three wealthiest provinces. 
Prince Edward Island continued to be covered by an existing agree- 
ment. A more radical departure from the earliest DREE procedures with 
respect to federal-provincial consultation could scarcely be imagined. 
Regional development was to be decentralized and province-centred. 

The approach to regional economic development also changed. Gone 
was the original stress on growth centres. “Projects were now on a 
smaller scale but were to encompass a wider range of sectors and to be 
distributed throughout any given province” (Aucoin and Bakvis, listed 
in Appendix A). The province, more than a particular region, became the 
relevant planning unit. As Lithwick notes, “The focus on provinces 
meant that regional development policy was really provincial develop- 
ment policy.” Over the period, as well, regionally differentiated invest- 
ment and employment tax credits and unemployment insurance benefits 
were introduced. 

Predictably, the GDA approach soon came under fire. Some provincial 
governments wanted even more control over program implementation, 
although most viewed the GDA period favourably, especially as com- 
pared to what had preceded — and followed — it. The real difficulties 
lay on the federal side. Ministers of line departments wanted to have 
more influence over DREE programs. As a result of these bureaucratic 
tensions, the intended coordination and integration of regionally sen- 
sitive policies did not materialize. Federal politicians also felt they were 
not receiving enough political credit for programs that they were fund- 
ing, sometimes up to 90 percent. Provinces were better placed to repre- 
sent themselves as the source of the largesse, and most of them 
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responded accordingly. The close relationships which developed 
between DREE Officials and their provincial counterparts were felt to be 
undermining the responsibility of politicians at both levels. 

What followed was a sometimes bewildering succession of administra- 
tive reorganizations directed at, or at least involving, regional economic 
development policy. Responsibility for regional economic development 
was to shift from a particular department to become the responsibility of 
the economic ministries as a whole. “The regional perspectives [would] 
be brought to bear on the work of all economic development depart- 
ments and in all economic decision-making by the Cabinet.”* The 
Ministry of Economic Development was created, with the minister 
chairing a special cabinet board of economic development ministers, 
which became the cabinet committee on economic development under 
Prime Minister Clark. The Ministry of State for Economic Development 
was created at the same time to provide the support staff. 

These shuffles left DREE’s position unclear. In January 1982, another 
reorganization followed, in which DREE’s regional programs were com- 
bined with the industry and small-business interests of the Department 
of Industry, Trade and Commerce to form the Department of Regional 
Industrial Expansion (DRIE). Both DREE and Industry, Trade and Com- 
merce were disbanded at this time. DREE’s subsidiary agreements in 
such areas as agriculture and forestry were turned over to the relevant 
line departments. The cabinet committee on economic development 
became the cabinet committee on economic and regional development, 
and the Ministry of State for Economic Development became the Minis- 
try of State for Economic and Regional Development (MSERD). A 
number of other changes were made, including the creation of federal 
economic development coordinators (FEDCs) for each province. The 
merging of regional development considerations with those of economic 
development policies more generally was now complete, bureaucra- 
tically at least. 

The basic instrument of economic planning under this system was the 
Economic and Regional Development Agreement (ERDA) which the 
federal government was to sign with each province. Like the GDAs of an 
earlier period, they were to be the overall planning documents within 
which specific policies and projects would be developed. However, there 
was more of a stress on direct delivery of programs, and there was a 
larger coordination role for a federal representative (the FEDCs) than 
there had been under the GDAs. Nevertheless, overall “there really was 
very little in the ERDAs that was original; the end product was very 
similar to that of the GDAs” (Aucoin and Bakvis, listed in Appendix A). 
By 1985, agreements had been signed with most provinces. 

Even further changes were in store. In June 1984, MSERD was dis- 
banded. Responsibility for regional economic development was assigned 
to a single minister of state for regional development, operating under 
DRIE. In September even this post was abolished. Regional develop- 
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ment policy is now the direct responsibility of the minister of regional 
industrial expansion. The particular direction in which this minister, and 
the department, may take regional development policy remains unclear 
at the moment. The organizational changes both reflected and created 
conceptual confusion. Both the purposes of regional development policy 
and the best means to achieve it were unclear. For example, was 
“regional development”’ to mean assistance to the less developed 
regions alone, or was it to be a broader concept aimed at better orienting 
federal policies to the needs of all regions? Maritime provinces feared 
that the demise of DREE and the other associated changes were depriv- 
ing them of “their” ministry and diluting concern over their special 
needs. Was regional development policy to focus on “adjustment,” 
which would mean much emphasis on promoting mobility, or was it to 
stress development in the region? Was it to focus on provinces, or more 
broadly or narrowly on alternative definitions of region? Were regions or 
provinces to be taken as integrated, relatively autonomous economic 
units to be relatively “self-sufficient” in themselves, or should policy 
focus on ensuring their integration into the national economy? Perhaps 
most important for the eighties, and especially in light of little demon- 
strated success, should national policy now shift to a diminished empha- 
sis on regional development, and to a greater concern with aggregate 
growth and efficiency, with the hope that eventually their benefits would 
“trickle down” to all regions? There was consensus on none of these 
questions. 


EVALUATION 


It will probably never be possible definitively to know how effective our 
regional policies have been. To do so would require us to compare the 
present state of economic development in those regions receiving 
assistance to what it would have been without the policies. To do this 
with any precision is impossible. 

The best research approach would be to construct a large-scale, multi- 
region general equilibrium model of the Canadian economy and then to 
use it to simulate the impact of the various grant and incentive programs. 
A project of this scale was simply not manageable in the time, and with 
the resources available to the Commission. There are variants of such a 
model around, however, so one looks forward to the day when they 
become sufficiently refined to allow such exercises to be performed 
systematically. 

Less ambitious and more indirect research techniques have shed 
some light on the impact of certain regional development policies. 
Regional Development Incentives Act grants have received the most 
attention, mainly because they are the most visible and most con- 
tentious instruments. The earliest efforts went toward determining 
whether the grants actually influenced the location decisions of firms. A 
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survey by the Atlantic Provinces Economic Council (APEC) in 1971 
found that only 20 percent of firms polled said that they would have 
located in the designated area even without the grant. Presumably, then, 
the other 80 percent were somewhat influenced by the grants when 
making their decision, although there is no indication of whether the 
actual grants were more than adequate. A more limited polling by David 
Springate in the same year revealed that only 30 percent of large firms 
and 46 percent of small firms admitted to being influenced by the grants. 
DREE’s own study in 1973 produced results similar to APEC’s. 

The Economic Council of Canada published a comprehensive study of 
regional economic development in 1977 (Economic Council of Canada, 
1977) which attempted to evaluate the effectiveness of DREE grants ina 
number of ways. First, the council compared unemployment and income 
levels with migration rates in the recipient regions, both before and after 
the inception of the grant program, and concluded: “Job opportunities in 
the Atlantic region have improved over the last few years, although 
nothing much seems to have changed elsewhere.” As the study recog- 
nized, though, this does not establish that DREE necessarily had any- 
thing to do with this outcome. 

To meet this objection, the Economic Council undertook its own 
survey of the success of grants in influencing firm location in the Atlantic 
provinces. It found that 25 percent of DREE-supported establishments 
were definitely influenced by the grant program, with another 34 percent 
possibly being influenced by it. The Economic Council found little 
evidence that the subsidies “crowded out” other economic activity in 
the region, so the net gain was still from 25 to 35 percent of the grants 
made. As a final step, the council compared the increment to national 
output from DREE-created jobs with the cost of providing them. On this 
it found that for even quite conservative estimates of the effectiveness of 
the grants in inducing plant location, the program appeared to be socially 
profitable; the additional contribution to national output from workers 
who would otherwise have been unemployed more than covered the 
opportunity cost of the funds used. 

The Economic Council’s overall evaluation of the industrial subsidy 
program was cautiously optimistic (1977, p. 215): 


Our own assessment of previous evidence, together with our analysis of 
data on births and deaths of establishments in one region only (the Atlantic), 
has led us to the view that the subsidy program is far less successful than 
published estimates of job creation would imply. To that extent, the critics 
are right. But the subsidies, nevertheless, seem successful enough to be a 
paying proposition. The value of jobs created appears to outweigh the 
inefficiency involved in locating production inappropriately. 


The council was unable to conclude anything definite on the other 
components of regional development policy, such as the infrastructure 
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grants. Other writers have been harder on the DREE programs. Wood- 
ward (1975, p. 254) concluded: 


In the current situation, the publicly-recognized RDIA goal is employment in 
depressed regions. . . . DREE fails to achieve the greatest number of new 
jobs, and incurs a higher cost per job created, by continuing with the 
subsidies which are inconsistent with their goals. 


Woodward’s specific complaint, based on a rigorous statistical analysis 
of the program and its effects, was the bias it afforded toward capital- 
intensive techniques of production. Usher (1975, p. 301) was more 
sweeping in his criticisms: 


In view of all the uncertainties inherent in the subsidization of firms — the 
absence of solid evidence that investment in the designated regions is really 
increased, the even greater doubt about employment, the effects on dis- 
tribution of income among persons, the possibility of inequity in the govern- 
ments dealings with firms, the probable reduction of national income in 
Canada as a whole, and the lack of any real assurance that modernization 
and progress are fostered in the designated regions — I wonder if it might 
not be best for the federal government to restrict its subsidy program to the 
support of poor people . . . and to such transfers to provinces as are agreed 
upon in federal-provincial negotiations, and to keep its distance from firms’ 
decisions about the location of investment. 


Lithwick’s research paper (see Appendix A) has summarized the available 
evidence on regional development initiatives in the following manner: 


Despite widely varying policy thrusts and economic circumstances, there 
has been little improvement in the relative position of most of the poorer 
provinces as measured by income net of transfers. . . . It seems reasonable 
to conclude that there has been no discernible progress with regard to 
regional development. This finding alone would appear to be a serious 
indictment of the many policy efforts, and very large public sector outlays 
that, it was argued, could achieve that goal. 


Criticisms of regional development efforts have gone well beyond argu- 
ing that they are simply ineffective, however. We have already discussed 
Courchene’s dependency thesis. If his logic is accepted, government 
efforts could be said to have exacerbated the disparities problem rather 
than resolving it; we are actually worse off as a result of the policies. The 
implication is that more reliance on natural market mechanisms and 
rather less on dirigiste policies is called for. 

We have presented this complex history of regional economic policy in 
order to illustrate three continuing tensions in the area. First, Canadians 
have never been able to come up with theories or policies, or even 
projects, that appeared to work. Policy has staggered from being ori- 
ented toward sectors (ARDA), to being oriented to area economic devel- 
opment more generally, including adjustment out of the region, to orien- 
tation toward growth poles (ADA and DREE). Programs have ranged 
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from adjustment assistance to infrastructure grants, to tax breaks, to 
direct subsidies, to regionally differentiated investment and employment 
credits. 

Second, we have never settled on the proper relation between federal 
and provincial responsibilities for regional economic development. 
Early federal efforts were highly centralized and tended to ignore provin- 
cial wishes. During the GDA period, almost the reverse was true. The 
federal government paid the tab for province-building. The pendulum 
then again swung in the opposite direction for a brief period, and today it 
remains in motion. 

Finally, the federal government has never managed to link its regional 
development responsibilities satisfactorily with its broader national eco- 
nomic management role. The best manifestation of his failure is the 
constant rearranging of the federal bureaucracy, first to bring regional 
interests into a separate department, then to make all departments 
consider regional implications explicitly, and finally to drift back to the 
single-ministry concept. 


Issues and Directions for Reform 


The issues relating to regional economic disparities can be summarized 
in the form of a number of questions. First, how serious are economic 
disparities among Canadian regions? In other words, what does the 
empirical evidence surveyed above really tell us? Second, what is the 
appropriate division of labour between the federal and provincial gov- 
ernments in the area of regional development policy? Third, what pol- 
icies and programs are required? Finally, what is the appropriate divi- 
sion of labour between the federal government and provincial 
governments in the area of regional development policy? 

At the risk of oversimplification, one can divide the responses to these 
questions into three general types. (See the Commission study by Man- 
sell and Copithorne, listed in Appendix A.) The first, the market view of 
regional economic disparities, has been outlined above in some detail. 
The most basic prediction of this literature is that in a free market 
economy, the combination of interregional trade and factor flows will 
eventually remove disparities in interregional earnings. There will not 
always be perfect equality, since economic conditions are constantly 
changing, but the trend will be toward equalization, and the process of 
adjustment will be reasonably fast. 

Confronted with disparities in earning and employment rates, such as 
were outlined above, proponents of the market view respond in one of 
two ways. One reaction is to deny that there is a problem. Such differen- 
tials in earnings as exist must reflect transportation and migration costs 
or psychic income. The patterns of earned income are equilibrium ones, 
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and they are inevitable in a large and regionally differentiated nation 
such as Canada. The net migration into “poor” provinces (such as that 
into Nova Scotia in the 1970s), and the long-run constancy of relative 
incomes are the types of evidence brought forward to indicate that even 
though measured per capita incomes may appear to vary, expected 
economic well-being in a broader sense apparently does not. The policy 
recommendations that flow from this view are concerned with ensuring 
that interregional adjustment is allowed to operate unhampered. Thus, 
these suggestions are largely about what governments, federal or provin- 
cial, should not do, although there is some scope allowed for policies to 
increase the flow of information about labour market conditions in other 
regions and other such services. 

The other interpretation of the data is to admit that the gaps in earnings 
and employment rates are larger than those which a pure market econ- 
omy would generate but to argue that, at the same time, they reflect 
distortions in the interregional adjustment process brought about by 
well-intentioned but misguided government policies. The most sophisti- 
cated version of this argument is the Courchene dependency thesis 
described earlier. The pattern of disparities is still an equilibrium one, 
but now it is a distorted equilibrium with national output being lower, as a 
consequence, than it would otherwise have been. The evidence on 
return migration and stable relative income trends is consistent with this 
thesis as well, since the presumption is that the combination of earned 
income plus tranfers acts to equalize economic welfare interprovincially. 

Analysts pressing this interpretation of regional disparities advocate 
undoing those measures which are thought to distort the adjustment 
process. Special subsidies and tax breaks which continue to prop up 
uneconomic ventures should be ended, as should regionally differenti- 
ated unemployment insurance provisions. Those aspects of intergovern- 
mental transfers which permit or even encourage inappropriate provin- 
cial economic policies such as unrealistically high minimum wages must 
be removed. The central government must operate sectoral policies in 
areas such as transportation and fisheries on the basis of what is good 
sectoral policy. These important policy instruments should not become 
surrogate regional development measures, since that would make them 
costly failures in both respects. 

There is often an interesting jurisdictional component attached to this 
position. In the language of Part I, it tends to advocate a return toward 
watertight compartments. The federal government would cease all 
explicit regional development measures, concentrating instead on issues 
of national economic development more generally. Its transportation 
policy would be transportation policy, as noted above, whatever this 
meant for regional economic growth. Provinces would assume all 
responsibility for “‘place prosperity,” subject to whatever provisions 
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governed interregional trade and factor mobility in the country in gen- 
eral. Even here, exceptions could be made for particularly disadvan- 
taged areas, as in the current Constitution. However, the federal govern- 
ment would ensure, through an appropriately designed equalization 
scheme, that the poorer provinces were not disadvantaged in this 
respect. 

The second general approach to regional disparities is the dependency 
school, which should not be confused with Courchene’s transfer depen- 
dency thesis. In our discussion above, we gave a brief outline of this 
approach. It accepts the preceding characterization of the market 
adjustment process, but its prediction of what this implies for regional 
disparities is exactly reversed. The process of regional growth and 
interregional adjustment is seen as being cumulative, with already rich 
regions getting wealthier and with poorer regions gradually atrophying. 
Adjustment is destabilizing, rather than being stabilizing as the market 
approach would have it. 

There has been little formal empirical testing of this view, so it is 
difficult to know how it would explain the apparent constancy of regional 
income differentials in Canada. They should be observed to be gradually 
diverging if the cumulative causation thesis is correct. The argument 
would be that it is only the presence and increasing importance of 
transfers that has kept total incomes comparable. However, there is no 
evidence that market incomes have been diverging either. Perhaps the 
thesis should be cast differently. Would the fact that P.E.I.’s share of total 
Canadian personal income has been steadily declining be a symptom of 
what is meant by cumulative decline? There is no way of answering this 
question from the current Canadian literature. 

The dependency literature has so far made few policy recommenda- 
tions beyond a vague call for regions to be given more control over their 
economic destiny. It appears to favour economic diversification: the 
processing of local resources prior to export, the development of local 
secondary and tertiary industry, and so forth. It also advocates local 
control over economic development; so, in a constitutional sense, it 
would be likely to favour devolution of authority, perhaps even taking 
the devolution below the provincial level and applying it to munici- 
palities and to local groups such as fishing cooperatives and native 
bands. In this respect at least, there is an interesting parallel with the 
market view, which would favour the same idea in the interests of 
promoting local fiscal responsibility. 

The final view of regional disparities is also the most conventional. It 
lacks the theoretical consistency of either of the other two, so it is not 
easy to portray briefly. Basically, though, it could be interpreted as 
arguing that the market does work, but only with long, costly, and 
inequitable lags and delays. In this view, migration and interregional 
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trade are generally responsive to economic incentives, but only imper- 
fectly so. They cannot be counted upon to bear all of the adjustment that 
is an inevitable feature of a diverse economy. Firms which could operate 
profitably in outlying areas often end up in already established industrial 
areas, because they lack adequate information about the other areas. 
The market fails in this respect, as in others; comparative advantage can 
sometimes be engineered by judicious support to private or even public 
enterprises. The closest analogy is the early Keynesian argument in 
support of government policies in order to bring the economy out of a 
recession. As the classical writers alleged, there may well be a natural 
adjustment mechanism that would eventually accomplish the task; but 
relying on it would mean incurring intolerably high social costs in the 
form of foregone output and human suffering. 

The policy menu that comes out of this approach is as eclectic as its 
theoretical base. There is a general predilection for promoting economic 
activity in depressed regions, though there is considerable debate about 
the use of taxes versus subsidies to do this. A regional slant to national 
sectoral policies is sometimes advocated. Spending on infrastructure 
development, education and training, and diffusion of technology are 
normally part of the package. Often the measures are sector specific, as 
in aid to marginal farmers or marginal fishing operations. All would 
come under the general heading of “trying to improve the economic 
attractions of poorer areas,” in the belief that economic development, 
appropriately planted and nurtured in its early stages, will eventually 
bloom on its own. The policies are intended to promote development, 
not to compensate for the lack of it. Consistent with its eclectic nature, 
there seems to be no logical division of political authority over the area, a 
point well substantiated by the gyrations in federal regional policies 
outlined above. 

These, then, are the main approaches to the regional disparities issue 
and the general types of policy recommendations that flow from them. 
Choosing among them obviously requires prior decisions on how much 
the market can or should be relied on to guide interregional resource 
allocation, and on the view of federalism to be adopted. If markets are 
thought to be responsive (and if one is content with the spatial allocation 
of resources that results from relying on markets to make the adjust- 
ment) then policy recommendations take the form of ensuring that the 
process is allowed to operate unimpeded. If the adjustment is considered 
to be slow and costly, then government interventions to correct for these 
market failures are justified; mobility grants and subsidies for tech- 
nology diffusion are examples of such policies. Finally, if the outcome of 
the adjustment itself is the cause for concern (as with population loss, for 
example) then a different set of government measures is required. Now 
economic development must be actively promoted where it might not 
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otherwise exist. Whether in the short or long run, the first two alterna- 
tives accept the market model. The third rejects any assumption that, on 
their own, market forces will eventually reduce regional disparities. 

This debate about policy alternatives is of course closely related to 
debate about the causes of disparities. If the cause is felt to be bad 
policy — whether decisions that foster concentration at the centre, or 
decisions that perpetuate transfer dependency — the logical response is 
to let market forces work more freely. If on the other hand the cause is 
felt to be market forces themselves, then activist policy is required to 
overcome them. 
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Chapter 20 


Canada as an Economic Union 


The central feature of a complete economic union that distinguishes it 
from a common market is the intent of the members to integrate fully, to 
transform separate economic entities into a single economic space. This 
requires harmonization of a broad range of social and economic policies 
beyond those governing trade and factor flows. There will be attempts to 
coordinate monetary or fiscal policies as part of a community-wide 
stabilization effort. At the more microeconomic level, members will 
often adopt joint policies covering fisheries, energy, transportation, 
industrial subsidies, environmental safeguards, and so forth. Less fre- 
quently, income redistribution efforts are aligned across jurisdictions. 

The economic issues involved in taking this further step of integration 
can best be appreciated by posing two separate questions. First, why is 
there interest in policy harmonization at all? Second, and conversely, 
why do economic unions not automatically harmonize all policies? The 
relevance of these questions to an analysis of policy making in a federal 
state follows. To understand why an economic union might seek harmo- 
nization is to understand why federations are typically concerned about 
apparent threats to whatever uniformity they have managed to achieve. 
Alternatively, to understand why harmonization in an economic union is 
incomplete is to understand why there are also pressures in a federation 
to move away from whatever uniformity exists. The forces for harmo- 
nization and for diversity are similar in the two institutional arrange- 
ments, even if the trade-offs between the two will likely be made 
differently. 

Our discussion of Canada as an economic union is organized as 
follows. We begin with a very brief explanation of why policy harmo- 
nization is both sought and shunned. This section of the chapter also 


Chapter 20 293 


includes some general discussion of the institutional mechanisms that 
economic unions can employ to sustain the arrangement. Following this 
is a brief historical section, showing that the concern with harmoniza- 
tion, or the lack of it, is an old one. We then look at a number of policy 
areas, chosen to represent topics in which jurisdictional issues are 
important. In each case we shall briefly discuss the issues with respect to 
harmonization, the Canadian practice at present, and the broad direc- 
tions for reform. 


Principles 


The most obvious benefit of harmonizing economic and social policies 
across member states is that it enhances the gains from trade and 
specialization. Tariffs are not the only policies which distort trade, nor 
are government regulations the only forces which preclude socially 
beneficial factor movements. Tax structures which vary by region can 
also affect trade, as can transport regulations, and environmental and 
product safety standards. Similarly, capital and labour flows are clearly 
responsive to such things as tax differences, industry subsidy policies, 
labour regulations, and pension plan portability. Generally speaking, the 
more harmonized are policy frameworks across members, the more 
easily goods and factors will flow, and the greater are the output gains 
from economic association. 

The other attraction of common economic policies goes beyond the 
goals of an economic union as normally conceived, and moves into the 
political realm. Coordinated or harmonized policies sustain and promote 
values which Canadians share as national citizens, beyond their regional 
loyalties. Simply put, there are some things that Canadians expect to see 
more or less unchanged as they pass from region to region, even though 
there are others for which they expect and even demand diversity. This 
type of argument supports national standards in the delivery of health 
and welfare policies. We encountered it earlier when we referred to 
interregional trade barriers as having great symbolic importance, even if 
the demonstrable economic costs were low. 

There are, however, two reasons why one should be wary of attempts 
to coordinate all economic and social policies. The first is the public- 
choice view, encountered above, that competition rather than coordina- 
tion among governments is what is to be sought. In this view, if govern- 
ments are given the licence to act as a cartel, they will do just that, to 
their own benefit and at the expense of citizens/voters. Competition 
among jurisdictions, as long as it operates effectively, will necessarily 
lead to harmony in those policy areas in which harmony is really impor- 
tant just as competition in the private market can lead to the establish- 
ment of a single price). Where different policies emerge even with 
competition, they probably should do so, since they likely reflect gen- 
uine regional differences. Thus, there are no real gains in trying to 
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formalize harmony, since it will emerge naturally from the competitive 
process when it is truly important and since there are likely to be some 
efficiency losses if it is imposed in an area where diversity is prized. 

The other concern is familiar to Canadians. It is inevitably the case 
that the more policies are coordinated, the greater is the likely incidence 
of regional economic alienation. Whenever economic structures differ 
across members, common economic policies will necessarily have dif- 
ferential regional effects. Some areas will be perceived to gain from the 
measures, while others will see themselves as losing from them. These 
effects will differ from policy to policy, of course, as some issues will cut 
regionally more than others, but some measure of discontent is inevitable. 

This second concern is really just a specific example of the general 
point made repeatedly above that in a sense harmonization is the very 
antithesis of federalism. Political authority is devolved to regional gov- 
ernments precisely to permit and encourage diversity. Indeed, if the 
assignment of powers could be done perfectly, harmonization would 
never arise as an issue, since regional governments would have jurisdic- 
tion only over policy areas in which diversity was prized over uniformity. 
It is only the imperfect nature of the assignment process that creates the 
need for coordinated action, either through interprovincial agreement or 
federal leadership. In general, then, there is a fundamental tension with 
federalism that will underlie all specific efforts at policy harmonization. 

The policy issues for an economic union follow from these observa- 
tions. First, which policy areas would truly benefit from coordination, in 
the sense that government services would be delivered more effectively 
or that gains from trade and specialization would be greater? This 
question seeks to understand the gains from harmonization. Second, 
how can the union remain sensitive to regional concerns as it undertakes 
whatever harmonization efforts are judged to be desirable? Here we 
seek to understand the drawbacks and attempt to minimize them. Third, 
and finally, how should agreements to act collectively be structured, 
refereed, and amended over time? How will the union operate in a real, 
practical sense? 

Federations face these same policy issues, which is why there are 
some useful insights to be gained from applying theories of integration to 
this institutional setting. Federations will want to harmonize some pol- 
icies across the nation and not others, for much the same reasons that 
economic union members will want to do so, and they will debate how 
best to achieve this. Given that regional economies within a country can 
be every bit as diverse as nations within an economic community, 
specific regional concerns will remain important. Questions of regional 
fairness will always be part of the political debate, so the incidence of 
national policies across provincial economies is an important considera- 
tion. Finally, there will also be a need for institutions to administer 
common economic efforts. 

There are, however, two features of harmonization which are unique to 
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a federation and which therefore make application of the theory of 
economic union incomplete. First, there is the question of preserving 
and promoting the national interest; that is, those political, social, and 
cultural goals which supersede regional concerns. Economic unions 
may not have goals in common beyond economic gains, but federations 
typically do; there is a national community to be supported institu- 
tionally, along with regional ones. Second, federations have an institu- 
tional choice that is not open to an economic union, since authority can 
be vested in a central government, which can introduce nation-wide 
policies. Cooperative arrangements among members are not the only 
means to harmonization, as is the case for economic unions. Central 
authorities can also differentiate at least some policies by region, so this 
option need not imply complete uniformity. Which option is chosen — 
collaboration or centralization — will depend on the theoretical consid- 
erations on the division of powers which were outlined in Part I. The 
point to note is that harmonization can be achieved by either of two 
different routes: by vesting authority in a central government with the 
intent that the policy should prevail nation-wide; or through collab- 
orative actions by regional governments. 

In practice, federations such as Canada have a mixture of both sys- 
tems, since the assignment of powers is not, and cannot be, perfect. 
Provincial governments have important responsibilities in areas where 
standardization across the country is important for the sake of economic 
efficiency. Conversely, the federal government is involved in matters 
where efficiency requires some differentiation by region. One obvious 
solution to this apparent overlap of responsibilities is to attempt to shift 
constitutional responsibilities, centralizing those that call for harmo- 
nization while decentralizing those that need to be differentiated by 
region. The alternative is to make regional governments more conscious 
of the national scope of some of their activities and to make the central 
government more aware of, and more responsive to, the regional dimen- 
sions of its actions. In the former case the policy issue is how these 
efforts can be most effectively carried out. How can provinces reach 
such agreements? How can the agreements be refereed? And how can 
they be altered over time as circumstances change? The issue in the 
latter case is how to structure central policies so that they will be 
regionally sensitive but nationally effective. 

Two further observations can be made in closing this section on the 
principles of harmonization and institutional design. First, institutions 
are not neutral forces. Each government in a federation serves and 
responds to a different set of constituencies, and thus it is likely to 
articulate different economic concerns and to have different responses 
to them. In addition, there is the political and bureaucratic rivalry for 
power, status, and influence that leads each government to seek to build 
bases of support in the population. Moreover, the existence of ten 
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provincial governments, defined by territory, accentuates the underlying 
regional differences that would exist anyway. This in turn tends to shape 
the discussion of economic policy issues into a “regional” mould, mini- 
mizing or blurring issues and alternatives, and defining them in different 
ways. 

Second, no institutional arrangement, however arrived at, is likely to 
be appropriate for long. The conceptual categories within which we 
conceive of “economic management” have themselves changed and 
have become increasingly divorced from the concepts and categories 
that underlay the British North America Act, written as it was for another 
era. Thus, both orders of government can claim a wide range of powers 
to justify economic policy initiatives across a wide range of areas. Let us 
turn from these general considerations to the experience of Canadaas an 
economic union and, in particular, to the record of federalism in the 
management of the Canadian economy. 


Background 


During the Great Depression and into the postwar period, the most 
common critique of Canadian federalism was that it led to insufficient 
harmonization in important policy areas. In the terminology of the 
preceding section, the appropriate balance between harmonization and 
diversity had shifted dramatically toward the former, yet Canada seemed 
unable to make the shift. Indeed, many observers went so far as to argue 
that federalism itself was a strait jacket, perhaps even obsolete in the 
context of the modern industrial state. The failure to cope effectively 
with the massive dislocations of the depression era seemed proof enough 
of this. 

This analysis of the rigidities of federalism proceeded at a number of 
levels. First, federalism, with its emphasis on territorially based commu- 
nities and cultural differences, seemed at odds with modernizing trends 
that were eroding the significance of such differences, stressing national 
values and culture over local ones, and focussing political divisions on 
economic rather than territorial distinctions. Second, changes in eco- 
nomic organization, notably the development of large corporations 
operating nationally (and, increasingly, internationally), appeared to 
transcend the capacity of small political units to ensure that they served 
the national interest. Third, and most important, there were the new 
roles for the state, captured in the idea of the ‘“‘Keynesian welfare state,” 
which again seemed to require a more centralized polity. Thus, the 
emphasis on stabilization policy operating through control of overall 
taxing and spending decisions was often taken to imply that fiscal powers 
should be concentrated in the hands of one political authority, rather 
than being dispersed among many. The welfare state, with its idea of 
national standards, seemed to imply a similar need for concentration, 
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since only the central government could mobilize the necessary 
resources and overcome the disparities in the capacities of provincial 
governments to move in this direction. Only the federal government 
could act as a redistributor among regions. 

The experience of the 1930s convinced many observers that the Cana- 
dian federal system as it was then constituted was incapable of undertak- 
ing these new roles. Much of the criticism was directed at the courts, 
which struck down many of the attempts by governments (such as the 
1935 Bennett New Deal) to respond to the new needs. Other criticism 
was directed at the provinces themselves, which were often seen to be 
using federalism as a screen for the parochialism of leaders and the 
defence of vested interests. There were calls for fundamental constitu- 
tional revision to reform federalism in light of these new realities. 

Reform it we did, but in ways that were generally faithful to the spirit of 
federalism and to the persistence of regional identities and interests. The 
1945 white paper on incomes and employment, enunciating the funda- 
mental commitment of the federal government to stabilization and 
demand management and to an open international economic order, 
established the dominant federal role in economic management, a role 
underlined by the relative centralization of the postwar fiscal arrange- 
ments. Through constitutional amendment (as with unemployment 
insurance in 1940 and old-age pensions in 1951), through the use of the 
federal spending power (as with family allowances), and through the 
development of shared-cost programs in health, social welfare, and other 
fields, the federal government established its predominant role in fund- 
ing and defining the Canadian social security system. Through equaliza- 
tion, and later through other regional development programs, Ottawa 
established its responsibility for interregional redistribution. 

At the same time, the provinces were also effectively responding to 
the new policy demands of the postwar period. Despite the growth of 
federal responsibilities, it was still the case that education, health, social 
services, occupational health and safety, labour-management relations, 
and many other areas of crucial importance for economic management 
were largely or entirely in provincial hands. Provincial revenues and 
expenditures grew at a much faster rate than those of the federal govern- 
ment throughout much of the postwar period. Provinces often acted 
imaginatively and effectively to meet the new needs. The development of 
schools, universities, and hospitals, and the infrastructure necessary to 
absorb the huge growth of cities and suburbs fell largely to the provinces. 

Consequently, there was growth at both levels, and with it growing 
interdependence and the need for more effective cooperation. Much of 
what we did involved a blending of federal initiative and financial support 
on the one hand, with provincial administration on the other, and consid- 
erable freedom to respond to provincial particularities within a loose set 
of national standards. The shared-cost program was the distinguishing 
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feature of this cooperative federalism. The new roles for government had 
a major impact on the character of the Canadian federal state; but, at the 
same time, the federal dimensions of the Canadian state powerfully 
influenced the ways in which we implemented these new roles. However, 
one must note that each federal move met with some resistance from the 
provinces, particularly from Quebec but also from other provinces. Not 
all histories of this period are quite so admiring of cooperative federalism 
as the conventional view tends to be. 

By the 1970s the emergent collaboration of the federal government and 
the provinces in economic and social management was under strain from 
a variety of sources. First, the modern welfare state had been put in 
place. The economic difficulties of the 1970s, moreover, began to call 
into question the scope for Keyensian-type demand management pol- 
icies to stabilize the economy, as well as our ability to afford an ever 
more generous income-support system. The apparent consensus among 
citizens and governments about the proper directions of policy began to 
erode, and much of this increasing dissension expressed itself through 
rival governments. 

One important element of the resulting search for new approaches to 
economic growth was a greater emphasis on what came to be known as 
industrial policies: labour market policy, training, industrial assistance, 
regulation of product standards, and the like. Many or most of these 
areas were largely under provincial jurisdiction, so national policies to 
deal with them required the extension of federal-provincial coordination 
into many new areas. Alternatively, the provinces needed to develop 
ways to coordinate their efforts in these areas, since action by any one of 
them would have obvious ramifications for all the others. The need for 
harmonization was again under scrutiny, but so too was the institutional 
means to bring it about. 

Moreover, regional divisions, which had been muted during the war 
and the postwar period, had reemerged, most notably in Quebec in the 
1960s. Yet the increased emphasis on regional differences in economic 
interest was not restricted to Quebec; it was also reflected in a renewed 
concern with the persistence of regional disparities, which had not 
disappeared with aggregate national growth. Most importantly, inten- 
sified regional differences in economic matters showed up in the inter- 
regional and federal-provincial battles over energy, which powerfully 
shaped the pattern of conflict in the federation and indeed underlay 
much of the constitutional crisis. Finally, the emergence of stronger 
provinces, commanding larger bureaucratic and fiscal resources, with 
greater confidence in their ability to manage their own affairs and less 
willingness to play a subordinate role to federal leadership, meant that 
economic management would have become more difficult even if there 
had been consensus on policy direction. 

The increased provincial role in economic management came to be 
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dubbed “‘province-building.” It was not a new phenomenon. Dynamic 
provincialism had emerged in the latter 19th century, especially in the 
long recession of the 1870s and 1880s when the promised benefits of 
Confederation were slow to materialize and the federal government 
seemed incapable of engineering prosperity. As central Canada indus- 
trialized in the early 20th century, many of the essential underpinnings of 
development (roads, urban services, and the like) were provincial. Pro- 
vincial ownership of resources acted as a further basis for provincial 
activism; it was reflected in the development of hydroelectric power 
under provincial ownership, in provincial policies to ensure further 
processing of resources at home, and the like. In the 1930s, as Canadians 
sought answers to the crisis of the depression, several provinces experi- 
mented with new forms of economic policy and new forms of political 
organization (for instance, Social Credit in Alberta, the CCF in Sas- 
katchewan). All these examples produced conflicting programs and 
resulting federal-provincial conflicts, many of which ended up in the 
courts. In all of them, federal and provincial governments tended to be 
spokesmen for different groups and industries; and all of them had the 
dual character of simultaneously involving conflict over federal and 
provincial jurisdiction, on the one hand, and, on the other, involving 
regional grievances over the way in which the federal government exer- 
cised its powers. 

The province-building of the 1960s and 1970s had similar sources. The 
most striking examples were in Quebec and the western provinces. In 
Quebec, it was linked to the larger Quiet Revolution, in which 
Quebeckers sought to use an activist provincial state to redress the 
historic underrepresentation of francophones in the ownership and man- 
agement of the provincial economy. The instruments included Hydro- 
Québec, the Caisse de dépéts et placements, Sidbec, and a variety of 
other state and quasi-state financial and industrial institutions. These 
innovations appear to have had some notable success. They helped 
create and sustain a more self-confident, aggressive francophone private 
sector, which has become an innovative force in the Canadian economy. 
The fact that much of this success was possible within the framework of 
Confederation may itself be one reason why Quebeckers voted “No” in 
the 1980 referendum. 

In the West, notably in Alberta and Saskatchewan, the province- 
building drive was founded on the sense that shifting terms of trade 
opened the possibility of bringing about a permanent shift in economic 
power, and in the historic dependence of the West on economic and 
political forces over which it had little control. To the historic sense of 
grievance was now added the opportunity which resource development 
provided. As in Quebec, province-building was predicated on a belief 
that citizens, through their governments, could alter their economic 
circumstances. Unlike Quebec, however, there is little evidence that much 
fundamental change occurred before the post-NEP recession set in. 
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Province-building, in both its political and economic dimensions, has 
indeed been one of the most striking features of Canadian federalism in 
the recent period, and it has caused a number of major strains in the 
federation. It has established that the strength of the provincial econ- 
omy, not just that of the whole national economy, must be a focus of 
policy. However, the significance of province-building in overall eco- 
nomic development initiatives should not be exaggerated. Federal pol- 
icies (over stabilization, the tariff, exchange rates, and so on) remained 
critical determinants of regional development as well as of national 
development. Ottawa continued to be responsible for the great bulk of 
industrial development expenditures. While the economic development 
activities of all provinces increased, only a few provinces had either the 
inclination or the capacity to pursue elaborate, coordinated develop- 
ment strategies. For many provinces, regional development could only 
be achieved with extensive federal participation. 

In sum, the growth of government in Canada in the postwar period, 
which was part of a world-wide phenomenon, greatly complicated eco- 
nomic management in a federal system. As Stevenson has noted in his 
research paper, the present sharing of economic powers emerged from 
the “largely unplanned and uncoordinated expansion of activity by both 
levels in the era of the interventionist state.”” The expansion of the 
“public household” vastly increased the range of interdependencies 
among governments as each responded to new concerns, using whatever 
constitutional levers were open to it. Policies were woven together in an 
ever-tighter seamless web, which lent itself less and less to a clear-cut 
division of labour, such as is implied by the classic watertight compart- 
ments model. Earlier distinctions, such as “local” versus “national,” or 
economic versus social or cultural, dissolved. Less and less did the 
contemporary categories within which we thought of economic and 
social policy coincide with the categories that had been set out in the 
British North America Act. More and more, each level of government 
found that to achieve its goals it needed to use resources and instruments 
that were found at the other level; the process of “intrusions” worked 
both ways. Policies at one level often spilled over to affect policies at the 
other. Government efforts needed to be coordinated horizontally and 
vertically if they were not to be frustrated. In addition, and importantly, 
the expansion of government responsibilities for economic well-being 
sharpened the concern with “fairness” in the federal system, for it was 
now not the impersonal market but the actions of governments which 
were to be held responsible for what happened. 

Once again, we posed a question much like one we had asked in the 
1930s: Do we have the right balance between harmonization and regional 
autonomy in key economic and social policy areas? This time, however, 
the question was framed differently. It was put more sharply in terms of 
whether provincial development or protectionist policies eroded the 
benefits of the internal common market; and it was posed in terms of the 
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increased significance of international economic forces and their domes- 
tic impacts: How can we act effectively abroad if we are disunited at 
home? And how can we respond to rapid changes in trade and tech- 
nology abroad if our powers of economic management are fragmented? 
Nevertheless, the starting point was the same as it had been 40 years 
earlier; there was too little harmonization across the provinces rather 
than too much. 

This critique was raised across a broad range of issues. In the remain- 
ing sections of this chapter we shall look at the debate in only a few of 
these issues. Stabilization policy is included, since it attained such 
salience in the days of double-digit inflation and unemployment. It also 
represents an area, arare one admittedly, where economic criteria have 
something unambiguous to recommend. We look at external relations — 
trade and diplomacy — since as well as being crucial to the economic 
and political future of the country, they are issues that illustrate clearly 
how national and regional interests can diverge. We conclude by taking 
up a number of sectoral policies, chosen to represent areas which are 
likely to generate conflict between national and regional goals. 

This discussion extends those that we presented earlier on inter- 
governmental fiscal arrangements and regional development, so the 
reader is referred back to them. There is also substantially more detail in 
the papers in the accompanying Royal Commission volumes. Interested 
readers are also advised to look at studies in the research program on 
interprovincial harmonization (volumes 55 and 56), coordinated by 
Ronald C.C. Cuming, and in particular at the overview paper. 


Stabilization Policy 


The following analysis is drawn from two of the Commission studies on 
federalism, namely that by Courchene and that by Brander. (Titles and 
volume numbers are given in Appendix A.) 


Monetary Policy 


Monetary policy is the least complicated of the four stabilization areas. 
Theory suggests that in a federation this function should rest with the 
central government. Without the discipline of exchange rates, the expec- 
tation is that regional governments would be led to rely excessively on 
monetary expansion. In recognition of this principle, the federal govern- 
ment was given authority, under s. 92, for currency and coinage, bank- 
ing, the incorporation of banks, the issue of paper money, savings banks, 
interest, and legal tender. Responsibility for monetary policy is thus, 
effectively and appropriately, vested with Ottawa. 

Two main issues link federalism and the conduct of monetary policy in 
Canada. The first is the question of whether the policies might not be 
more regionally differentiated. Regional economic bases differ signifi- 
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cantly, so it is unlikely that they will ever be at exactly the same point on 
the business cycle. During an economic expansion, for example, some 
provinces will begin to experience tight product and factor markets 
while substantial slack remains in other regions. Therefore, restraint 
would be the appropriate stabilization policy in the former case, while a 
continued expansionary stance would be appropriate in the latter. The 
Bank of Canada runs only a single monetary policy, however, so one 
region would find its interests being slighted. Consequently, the argu- 
ment is that control over credit should take such regional differences into 
account. 

It must be noted at the outset that it is clearly impossible to operate a 
formally decentralized monetary policy. Financial capital is too “‘fungi- 
ble” (too easily relocatable) for there to be any significant spread in 
interest rates across provinces. There are indirect measures available, 
however. The Bank of Canada could order lending institutions to dis- 
criminate across regions, making loans easier to obtain at any given 
interest rate in high- as opposed to low-unemployment economies. This 
could be done through informal moral suasion, or more formally through 
adopting some sort of regional credit allocation rules. It is sometimes 
argued that if regions were more effectively represented in the Bank of 
Canada, its policies would be more likely to discriminate in this manner. 

The other concern turns the question around to ask whether control 
over monetary policy is in fact centralized enough. At issue here is the 
fact that “‘near-banks,” such as trust companies under provincial juris- 
diction, do not need to maintain reserves with the central bank. Since 
monetary policy depends on the Bank of Canada being able to affect 
lending practices by changing these reserves, some authority is lost. 
When near-banks were a relatively small part of the total banking sys- 
tem, the issue never really arose. As their significance grew, however, the 
possibility of the Bank of Canada having sufficient control over credit 
creation became an important issue. The Economic Council was moved 
to recommend in 1976 that near-banks should be forced to maintain 
reserves with the central bank in exchange for direct access to the 
clearing system and for coverage under deposit insurance. 

To date, analysts have responded by quoting a 1974 speech by Gover- 
nor Bouey, in which he stated: 


The absence of cash reserve requirements applicable to depository institu- 
tions other than chartered banks has never, to my knowledge, frustrated the 
efforts of the Bank of Canada to bring about as sharp a curtailment of the 
pace of monetary expansion and as large an associated rise in short-term 
interest rates as we were prepared to contemplate in the circumstances of 
the time.! © 


Has the situation changed in the last decade? Near-banks have certainly 
grown rapidly, bringing far greater volumes of credit outside the control 


of the Bank of Canada. Courchene suggests, however, that the real 
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problem could come from the overall restructuring of the financial 
system that is underway. The traditional “four pillars” are giving way to 
integrated financial operations as brokerage houses perform more and 
more banking services, as banks move into the brokerage business, and 
so forth. But Courchene offers no firm opinion. It is, he says, “simply 
too early to tell what the outcome is likely to be and whether or not in the 
Canadian context it will serve to erode monetary control.” 


Fiscal Policy 


Fiscal policy refers to the use of government taxation and expenditure 
powers to influence the level of aggregate demand in the economy. 
Governments can act to offset any imbalance by increasing their pur- 
chases of goods and services when private-sector demand is weak and 
by cutting back when markets are tight. Alternatively, they can act 
indirectly by attempting to alter private consumption or investment 
decisions in the appropriate direction. One way of doing so is to alter the 
tax burden over the business cycle. Cutting taxes when demand is low 
can perhaps induce consumers or investors to move planned purchases 
forward, while increases may defer them. It is held that by altering 
demand in this manner, business fluctuations can be levelled out some- 
what. 

Stabilization policy is traditionally held to be a logical function for the 
central government. Small regional governments will see most of their 
efforts dissipated because of the very open nature of their economies. 
Tax breaks will encourage spending on another province’s output as 
often as they will on local production, for example. Provinces will tend 
to “‘underproduce”’ stabilization policy as a result, essentially for the 
same spillover considerations mentioned above. By contrast, the 
national economy is larger and more self-contained, so the problem is 
less severe; but if the federal government is to carry out this role 
effectively, it must control a significant portion of the total tax base. 
Otherwise, provinces and municipalities will simply offset any federal 
measures. 

There are three common arguments against this position. First, many 
economists now deny that any government, federal or otherwise, can 
actually undertake effective countercyclical stabilization policies. 
Clearly, this is not so much a rebuttal as it is a statement that the entire 
question is academic. Second, even assuming that there can be arole for 
the central government, it is not clear how large a share of total tax 
sources and expenditures Ottawa needs in order to influence spending. 
Just because the federal share has been declining over time does not 
establish that its power has atrophied as well. Finally, it is not neces- 
sarily the case that provincial governments will always operate to exac- 
erbate rather than dampen the business cycle. To the extent that they 
also attempt to stabilize their own economies (either individually or in 


304 Part Ill 


consultation with one another or with the central authorities), divided 
jurisdiction is irrelevant. 

What is the evidence on these questions? To begin with, it is certainly 
the case that the federal government’s share of total taxation and spend- 
ing declined in the postwar period. In 1945, as Courchene’s study shows, 
the federal government collected 71.4 percent of own source revenue. 
By 1960, this had fallen to 58 percent, and by 1982 to 47 percent. The 
great growth in provincial and local governments that these figures 
represent does not mean that there was a simple shift to them from 
Ottawa. As a percentage of GNP, federal government spending was 
15.5 percent in 1947, 17.6 percent in 1960, 17.8 percent in 1970, and 
24.4 percent in 1983.7 By these criteria, Ottawa would still seem to be as 
well placed as ever to influence aggregate demand. 

It is not total expenditures that are relevant for stabilization purposes, 
however; it is discretionary funds, those that can be turned on or off at 
short notice as conditions warrant. Here the federal government has less 
flexibility, compared even to provincial governments and agencies. Even 
so, the general opinion of those who have studied the issue carefully is 
that “by and large it would appear that Ottawa retains enough scope and 
flexibility to pursue adequately its stabilization role on the expenditure 
side” (see Appendix A for the study by Courchene). 

It is also difficult to argue that Ottawa does not control enough of the 
tax system to implement whatever fiscal measures it deems necessary. 
As it now stands, the federal government can unilaterally introduce 
significant changes to definitions of taxable income, tax rates, deduc- 
tions, and so forth. It has less leverage, but still a considerable amount, 
over the corporate income tax. Some fiscal instruments are unavailable 
to Ottawa, or can be used only with provincial cooperation. The retail 
sales tax is an example. The federal government still collects nearly one- 
half of total own source revenues and controls over one-third of them 
even after transfers to other governments. 

Finally, there is no reason why the provinces could not adjust taxes 
and expenditures in a countercyclical manner, making fiscal policy a 
collective responsibility rather than one left solely to Ottawa. Certainly, 
the larger provinces have considerable scope in this respect, as the 
Ontario Economic Council recently argued. Given the variability of the 
business cycle across regions, independent provincial government 
action could be quite efficient in fact. If federal and provincial actions 
could be formally coordinated, the scope for innovative fiscal policy 
would be that much better. 


Incomes Policies 


The basic issue with respect to incomes policy is whether the federal 
government has the constitutional authority to impose wage and price 
controls in some future inflationary period if deemed necessary. The 
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consensus following the Anti-Inflation Board reference is that Ottawa 
could do this only in the event of an emergency, although in that decision 
the court was prepared to defer to Ottawa’s definition of an emergency. 
The court rejected the contention that inflation was an inherently 
national issue, and therefore subject to a general federal power, on the 
grounds that such a broad attribution of power could extend federal 
authority into many price- and wage-setting processes now under pro- 
vincial jurisdiction. While some might think this a good thing, others 
have asked whether it might not be advisable to alter the Constitution to 
give the federal government standby powers over incomes policy. As 
Courchene notes, however, it can already impose controls on the federal 
public service, as in the “six and five” program, and can extend this into 
parts of the private sector through contract compliance rules and 
through ‘“‘demonstration effects.” It does still have emergency powers; 
and short of this, it can always devise a scheme in concert with the 
provinces. Its powers over taxation also give the federal government the 
option of introducing a tax-based income control program. 


Exchange Controls 


Ottawa has a virtually free hand when it comes to exchange controls, 
although this is something that so far has only been used during wartime. 
No change is required here or indeed even apparently sought. There has 
been some discussion of permitting Ottawa to interfere when provincial 
governments or Crown corporations borrow in foreign capital markets, 
and there have even been proposals to create something akin to the 
Australian Loan Council, which regulates all public sector borrowing 
abroad. Again, though, except in wartime this has never been seriously 
proposed, and the requisite powers are already there in such circum- 
stances. 


Summary 


Stabilization policy does not, in sum, appear to be an area that is in any 
significant way compromised by federalism. Monetary policy is unam- 
biguously centralized, and indeed should be. There may be a case in the 
future for bringing assets of near-banks under the control of the Bank of 
Canada, but this case would be difficult to make at present. Taxation and 
expenditure powers are considerably decentralized, but again it would 
be difficult to argue that any of the fiscal policy failings we have experi- 
enced were directly traceable to this factor. Ottawa retains adequate 
powers in the area of incomes policies and exchange controls, should 
these ever be more commonly employed. This is not to argue, of course, 
that the post-World War II record of stabilization policy in Canada is 
beyond reproach. It certainly is not. The point rather is that federalism is 
but a minor part of any blame that is to be assessed. 


306 Part Ill 


Trade and Foreign Policies 


Federalism and international relations are extensively discussed in Com- 
mission research by George Szablowski and H. Scott Fairley (see 
Appendix A). Trade and foreign policies do not permit an unambiguous 
assignment of authority. The attractions of a national effort in interna- 
tional trade and diplomatic representation are obvious. Canada certainly 
wields more bargaining power internationally than any individual prov- 
ince or even groups of provinces could do, although there is often the 
disquieting feeling that even the former may not be very much. Added to 
this is the fact that there are clear economies of scale to be had in the area 
of international relations. Embassies can serve a large population just as 
well as they can serve a small one. Trade junkets can promote a wide 
range of products with little extra effort. Finally, there is a national image 
that Canadians wish to have represented abroad. 

Offsetting these advantages is the obvious fact that Canadian regions 
do not have identical interests either in international trade negotiations 
or in matters of political and cultural exchanges. We saw above how 
tariffs can have very different impacts across regional economies, so 
positions on trade liberalization initiatives will clearly diverge. Less 
obviously, perhaps, political interests abroad may well vary by region 
also, most notably as Quebec seeks links with other nations in the 
francophone community. Matters which the Constitution considers to 
be of purely “local” concern, such as education or culture, often have 
significant international dimensions; but if regional interests are suffi- 
ciently diverse internally to warrant constitutional legitimacy, surely this 
diversity spills into the international arena as well. Thus, a centralized or 
harmonized effort may not faithfully reflect all local interests adequately. 

Section 132 of the British North America Act was the way in which the 
Fathers of Confederation dealt with the management of Canada’s exter- 
nal relations in 1867: 


The Parliament and Government of Canada shall have all the Powers neces- 
sary or proper for performing the Obligations of Canada or of any Province 
thereof, as Part of the British Empire, towards Foreign Countries, arising 
under Treaties between the Empire and such Foreign Countries. 


The law with respect to making treaties reflected the way that most 
Canadians saw themselves at the time — as citizens of the British 
Empire rather than as possessors of a distinctive Canadian nationality. 
Section 132 thus matched not only the legal but also the political reality 
of Canadian external relations. The treaty-making power itself remained 
with the parliament at Westminster. As a result, no clearly thought-out 
treaty power compatible with the existence of a federal state was 
included in our Constitution. 

As Canada matured as an independent country, it became increasingly 
clear that Canadian interests could not be secured through diplomatic 
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representation by another country, however friendly or qualified. Cana- 
dians sought increasingly to take responsibility for their own external 
relations. Our participation in World War I made it clear, to ourselves as 
to our allies, that we were a distinct political community which should be 
able to conduct external relations. This came about with the passage of 
the Statute of Westminster in 1931. 

For purposes of international law Canada was now a sovereign state, 
and the Government of Canada had the right to represent the country on 
the international stage. Federal leaders believed that this authority 
extended to the negotiation and implementation of treaties; but in the 
Labour Conventions Case, 1937, the Judicial Committee of the Privy 
Council, which was then Canada’s highest court, held that the federal 
power to implement treaties referred only to those matters which fell into 
federal jurisdiction under s. 91. The federal writ did not extend to the 
acceptance or enforcement of obligations within provincial jurisdiction 
under s. 92. Thus, the division of powers under the BNA Act prevented 
the Parliament of Canada from enacting a law to carry out an interna- 
tional treaty on a subject within provincial competence. 

In the intervening half-century Canada has adopted an increasingly 
active role in the international scene and has entered a large number of 
treaties on a wide range of subjects. But, recognizing the limitations on 
its ability to implement at home some aspects of what it might commit 
itself to abroad, the Government of Canada has been hesitant to embark 
on international obligations which require provincial legislative action. 
So long as international economic relations were focussed primarily on 
the tariff, a matter clearly within federal jurisdiction, the Labour Con- 
ventions Case did not prove a major constraint on Canadian participa- 
tion within forums such as the General Agreement on Tariffs and Trade; 
but as these international discussions have turned increasingly to grap- 
ple with the problem of non-tariff barriers (subsidies, discriminatory 
purchasing policies, product standards designed to exclude competi- 
tion, and the like) the constraint has become a great deal more serious. 
Many of the practices caught up in these discussions fall within provin- 
cial jurisdiction. 

H. Scott Fairley’s paper (see Appendix A) provides two examples of 
this type of problem. At the Tokyo round of talks, Canada signed a “best- 
efforts” commitment with Europe and the United States to ensure that 
markups of liquor in provincial stores were reduced. This provision was 
agreed to at the time by the main wine-producing provinces, Ontario and 
British Columbia. Fairley shows how the Ontario system was subse- 
quently replaced with another charge, which had the impact of providing 
the same protection to the Ontario producer, to the detriment of the 
international exporters. Canada was thus not able to deliver on interna- 
tional commitments, since provinces were able to subvert federal inten- 
tions. 
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Fairley’s other example was the imposition of a countervailing charge 
on Canadian lumber exporters. American law allows U.S. producers 
who believe that they are being detrimentally injured by subsidies in 
other jurisdictions to complain to a special trade court. This court has 
the power to order that a duty be imposed on imports if a finding of 
detrimental subsidy is made. Such a complaint was made by the U.S. 
lumber industry, one that would have very serious effects on the Cana- 
dian industry if successful. The American challenge focussed on both 
federal and provincial practices. With regard to British Columbia, the 
complaint was that the way the province valued the forestry resource 
amounted to a subsidy to the industry. With regard to New Brunswick 
and Quebec, the American complaint centred on federal and provincial 
grants for plant modernization. 

When the complaint was launched, there was a need for Canadian 
authorities to meet the legal challenge, to gather evidence to show that 
the charges were unfounded, and to lobby for their case in Congress. 
Fairley points out how both the Canadian government and the provinces 
were slow to meet the challenge of this threat to substantial Canadian 
exports. The problem in this case was divided jurisdiction. Both govern- 
ments were involved, along with the private sector, yet neither had clear 
primary responsibility. As a result, an issue of this importance to Cana- 
dian interests did not receive the timely intervention it needed. 

This constitutional gap in the treaty-making power promises to pose 
increasing problems for Canada in the future, significantly hampering 
our ability to work out effective agreements. It would be a special 
problem in working out free trade with the United States, for example, 
since with already low tariffs between the two countries, these discus- 
sions will inevitably focus on ensuring the security of Canadian access to 
the American market without significant non-tariff barriers. The Amer- 
icans, surely, will require that we in turn should be able to commit 
ourselves to reducing non-tariff barriers within Canada. Not only will 
provincial policies potentially come under discussion, but so also may 
some elements of federal regional development policy. Difficult ques- 
tions about the provincial role in the process of negotiating agreements 
will need to be resolved. If a proposed agreement affects provincial 
jurisdiction, there will be a need for some mechanism to ensure that the 
relevant provisions are made binding and enforceable against provinces; 
that will probably require some formal provincial role in ratifying the 
agreement. And if part of the agreement is to establish some form of 
bilateral adjudication mechanism to resolve disputes, again provincial 
participation would be an issue. More generally, there would be complex 
linkages between such agreements and progress on lowering barriers to 
the economic union within Canada, and there would need to be renewed 
efforts to clarify the scope of the federal power over interprovincial and 
international trade and commerce. 
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There is another side to the constitutional uncertainty surrounding the 
treaty power. This is the extent to which the provinces themselves can 
conduct international activities. Some provinces have argued that prov- 
inces have the same legal power to conclude treaties under s. 92 as the 
federal government has under s. 91. This seems unlikely. Nevertheless, 
in the past 25 years there has been a proliferation of provincial activities 
abroad, ranging from formal and informal agreements to representation 
abroad, to membership in international organizations. 

These activities take many forms. Perhaps the most contentious have 
involved Quebec’s desire to establish an international presence abroad, 
in accordance with its perception of itself as a distinct national com- 
munity and as the primary representative for francophones in Canada. In 
the 1960s and 1970s, there were numerous well-publicized battles in 
which Quebec sought agreements with countries such as France and 
Belgium, and sought representation on organizations related to la fran- 
cophonie. The federal government took the position that all such activi- 
ties had to operate under the federal umbrella, while Quebec took the 
position that it had its own independent authority to conclude agreements. 

A reconciliation to this dispute might well lie in the model provided by 
the successive Quebec—Ottawa agreements respecting immigration. 
Here, in recognition of Quebec’s special concern with the linguistic 
makeup of its population, the province has been given a direct voice in 
the selection of immigrants, and Quebec immigration officials have been 
attached to Canadian immigration offices abroad. At the same time, 
ultimate federal authority for the selection of immigrants and for quotas 
has been retained. It should be possible therefore to work out an agree- 
ment whereby, on matters affecting francophone culture, education, 
language, and the civil law, Quebec would have the right to conduct 
discussions with other countries, to have direct representation in some 
international organizations, and to have membership on Canadian dele- 
gations. However, Quebec would not be the sole or unique interlocutor 
of Canada on these matters. Nor would it have the power to bind 
Canada, or any other province, in any international agreement. 

Other provincial activities abroad pose far less difficult philosophical 
problems. Most fall into two categories: trade promotion, and the man- 
agement of relations with contiguous American states. Provincial offices 
abroad date back to 1868, when Ontario and New Brunswick had offices 
in London. Today, provincial governments maintain about 40 offices 
abroad, most created since the 1960s. Quebec has 14, Ontario 10, and 
Alberta 5. About half of these are located in the United States, though no 
province has yet opened an office in Washington. They are primarily 
involved in the promotion of trade and the seeking of investment, though 
on occasion (as when they participated in lobbying in London with 
respect to the federal constitutional initiative of 1980) they have played a 
more political role. In addition, provincial governments frequently con- 
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duct trade missions abroad. This is a practice common in the American 
federation as well. 

Such promotional activities have some potential for damaging Cana- 
dian interests. On the one hand, they can carry the competition among 
provinces for markets and investment into the international arena, 
though the regional specialization of the Canadian economy is likely to 
keep this limited. They can also cause Canada to project a discordant 
voice abroad, perhaps undermining our bargaining power. Another view, 
however, is that provincial trade promotion abroad is a natural extension 
of the provinces’ economic responsibilities at home. So long as they are 
engaged in “salesmanship,” there is little threat to the integrity of 
Canada’s national interest. Indeed, there is much room for greater 
federal-provincial cooperation, and for provinces utilizing the interna- 
tional trade officials both at home and in embassies and consulates 
overseas. Provinces, too, can cooperate in sharing costs and expertise, 
and in linking enterprises in one province with those in another. 

Finally, the long common border between Canada and the United 
States creates a host of relationships between American states and 
Canadian provinces. In 1974 a U.S. State Department study found 766 
existing state-provincial agreements or understandings. A study in 1968 
found that British Columbia was involved in 649 different interactions 
with both federal and state governments in the United States. Meetings 
between premiers and state governors (such as the annual conference of 
eastern premiers and New England state governors) have become reg- 
ular events. Recently, states bordering on the Great Lakes agreed with 
Ontario to try to ensure that water would not be diverted from the Great 
Lakes Basin. Most such interactions involve cooperation on limited 
mutual problems and pose few questions for Canadian sovereignty. One 
might argue, however, that it should be the responsibility of provinces to 
inform the Department of External Affairs about such contacts, and for 
the department to establish better procedures for monitoring them. 


Sectoral Policies 


We noted in Part I that government intervention was appropriate in the 
case of market failure, for instance when private markets produced 
either too much or too little of a product because of technical difficulties 
in charging for the outputs or being charged for the inputs. The question 
in a federal state is how to organize these public-sector interventions. To 
what extent can they be left to regional governments to regulate accord- 
ing to local conditions? Alternatively, if there are such important 
spillovers across jurisdictions that some coordinated effort is desirable, 
should this be done by joint action by provinces or by delegation to the 
central government? 

We shall look at a number of specific sectors in what follows. The 
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character of transportation and communications systems is such that 
there is a clear need for governments to intervene if adequate levels of 
these services are to be provided. Similarly, since the stock market 
collapses of the Great Depression, if not before, it has been widely 
acknowledged that government has an important role to play in regulat- 
ing financial markets. Finally, fisheries is a classic example of a common 
property resource, that requires careful management if numbers are not 
to be quickly exhausted. Each of the above examples is also instructive 
in the sense that jurisdictional questions loom large in the debate. 

Beyond these economic rationales for public policy, there are equally 
important political ones. Transportation and communication networks 
are among the institutions that serve to link the citizens spread out 
across our vast nation, facilitating the exchange of goods, services, and 
ideas between them. Financial institutions play an important role in 
matching Canadian investment funds with Canadian needs and oppor- 
tunities. Such material and symbolic ties have always played an impor- 
tant role in the building of the Canadian nation — witness the crucial 
role of the Canadian Pacific Railway or the CBC — and they become 
even more important in this political sense when the expansion of 
international trading relationships may weaken the transactions linking 
Canadians to other Canadians. Fishing is more than employment to 
many Canadians. It is also a way of life, a social and political base as 
much as an economic one. All of these are essential elements, not only to 
the improvement of positive integration in the economic union but to the 
maintenance of the sense of political unity. 


Transportation 


Canada’s Constitution does not expressly confer jurisdiction over the 
general heading of transportation to either order of government. How- 
ever, the nation-building thrust of the Constitution Act, 1867 is clearly 
signalled by s. 92(10), in which navigation and shipping, railways, canals, 
telegraphs and “other works and undertakings” running beyond provincial 
boundaries are — or can be declared to be — in federal jurisdiction. 

The courts have interpreted the “Peace, Order and Good Govern- 
ment” clause of s. 91 to grant constitutional authority for federal regula- 
tion of the aeronautics industry. It now appears that federal jurisdiction 
over the whole of this sector is clearly established. However, clearly 
established jurisdiction is not always enough, as a research study for the 
Commission shows (Schultz and Alexandroff, listed in Appendix A). 
This study found that federal attempts to use airline regulation as an 
instrument of national economic development have been frustrated to 
some degree by provincial ownership or share-holding in important 
regional airlines; and that this is at least part of the reason for recent 
federal moves toward deregulation in this sector. 
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The constitutional problem associated with the federal regulation of 
the railways and the trucking industry is a rather different one. Judicial 
interpretation of s. 92(10)(a) and (b) has resulted in the assigning of 
federal jurisdiction over the regulation of interprovincial undertakings of 
this kind and the assigning of provincial jurisdiction over intraprovincial 
undertakings. The federal share of this split jurisdiction has gradually 
been widened as the courts have held that where the transportation 
activities perform both interprovincial and intraprovincial functions, 
they fall under exclusive federal jurisdiction. The federal government 
has also been awarded jurisdiction over undertakings connected to or 
forming part of a wider interprovincial undertaking. 

This approach has granted the federal government sufficient jurisdic- 
tional latitude to implement national transportation policies in these 
sectors, and in the railway sector it appears to have used this authority 
appropriately. This is not the case, however, with respect to the trucking 
sector, where the federal government has delegated its licensing and 
regulating powers to provincial regulatory agencies. This has resulted in 
ten different sets of trucking industry regulations, each formulated by 
two orders of government, an arrangement which suffers from the 
defects of being both expensive to administer and incoherent in the 
outcome that it yields. At the time of writing, the federal and provincial 
governments are engaged in discussions aimed at harmonizing the reg- 
ulations, but no important agreement seems within reach. 


Communications 


In an age of electronics, communication links across Canada are as vital 
to the Canadian union as railways were in the past. The aims of federal 
policy with respect to communications parallel those already identified 
for the transportation sector. Similarly, the constitutional status of fed- 
eral regulation has been interpreted to give the federal government 
exclusive jurisdiction over radio communication in its various forms, 
including radio, television, cable television, microwave, and satellites. 
The position of the federal government thus parallels that which cur- 
rently prevails in the aeronautics sector. 

The jurisdictional situation with respect to telephones and related 
forms of telecommunications is, however, unique. The courts have 
recognized neither the type of split jurisdiction that prevails with respect 
to trucking nor the exclusive jurisdiction of one level of government. 
Instead, a patchwork of jurisdictions has gradually evolved, in which 
Canada’s two largest telephone companies and two specialized domestic 
common carriers are subject to federal jurisdiction, while seven major 
provincial carriers and a host of smaller companies are subject to provin- 
cial regulation in all ten provinces. Moreover, Telecom Canada (an 
association of the ten principal carriers which currently coordinates the 
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operation of Canada’s only national public switched telephone network) 
is not regulated at all. 

This patchwork of jurisdictions has made it impossible for the federal 
government to develop a national telecommunications policy, and this in 
turn has hindered the creation of alternative national networks and 
services. The problem becomes more pressing as new telecommunica- 
tions and computing technologies are adopted in other countries, while 
complexity and lack of competition in Canada result in a comparatively 
slow pace of adaptation to these new technologies. Canada already lags 
far behind the United States in the development of this type of service, 
and there is a real danger that more and more information-processing 
and related services will be diverted to the United States. 

Federal attempts to develop and pursue a more coherent national 
policy with respect to telephones and telecommunications began in 
1968. They have been unsuccessful, giving rise to bitter federal-provin- 
cial conflicts and very little effective action. One solution to the problem 
would be the successful assertion of federal jurisdiction over the entire 
telecommunications sector. Another solution would be a situation of 
concurrent jurisdiction, in which the federal government has para- 
mountcy over the international and interregional dimensions of the 
industry. Such an arrangement would include jurisdiction over the mem- 
bers of Telecom Canada, the association of companies providing long- 
distance services. American experience with split jurisdiction in the 
telecommunications sector shows that, since the same facilities are used 
for both local and interstate services, the two-tier rate base implied by 
split jurisdiction requires complex cost and plant separation procedures. 

If exclusive jurisdiction is to be preferred to split jurisdiction of the 
American sort, it should be resorted to only if no other feasible solution 
is available, given that it could probably only be brought about by an 
exercise of the federal declaratory power. There is a third option, how- 
ever. This is for both levels of government to transfer their regulatory 
authority to a jointly constituted regulatory body which would have the 
power to regulate all of the activities of all Canadian carriers. 


Financial Institutions 


Financial institutions are a critical component of our economic infra- 
structure, providing the key links between Canadian savers and inves- 
tors, just as our transportation and communications systems link buyers 
and sellers, producers and consumers. Historically, our financial system 
has been based upon the maintenance of four distinct types of financial 
institution, often referred to as the “four pillars”: the banks, the trust 
companies, the insurance companies, and securities brokers. Each of 
these pillars was limited in the sources of savings it could tap and in the 
types of investment into which it could channel these funds. At present, 
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the system is in the midst of a fundamental transformation. The four 
pillars are becoming less and less distinct as each takes on functions 
hitherto performed exclusively by one of the others. 

Rapid technological change, spurred by international competition, is 
one of the driving forces behind this transformation. These changes have 
made it possible for financial institutions to offer consumers “one-stop 
shopping” for financial services. They are being facilitated by deregula- 
tion in Quebec, and this in turn puts pressure on other provincial 
governments to follow suit. Constitutionally, the federal government has 
exclusive jurisdiction over the banks, while provincial governments 
regulate the securities markets and the brokers who operate in them. 
The constitutional regime governing the trust and insurance companies 
is more complex. 

The current constitutional arrangements have proved adequate for the 
effective regulation of the four pillars, but the convergence raises new 
constitutional issues. If the four pillars are disappearing, the distinct 
regulatory regimes which were organized around them become 
obsolete. The Economic Council of Canada has argued that, in place of 
them, a “functional” approach to regulation should be adopted, 
whereby uniform regulations would be applied to the performance of 
specific financial services such as stockbroking, regardless of the par- 
ticular institution performing them. In this respect, technological devel- 
opments in the financial sector seem to require the same sort of reg- 
ulatory change already considered in the case of telephones and 
telecommunications. The issue, for our purposes here, is whether effec- 
tive regulations based on function can be developed under the existing 
division of powers. 

This issue may, in turn, be divided into three parts. Firstly, does the 
development of an effective, functional system of regulation require 
federal leadership? If so, does the federal government have the constitu- 
tional authority to provide such leadership in whatever form is required? 
If so, would the attempt to exercise such leadership be likely to provoke 
substantial provincial opposition? 

These questions are much easier to ask than to answer. With respect to 
the first, it is possible to say with some confidence that, given the divided 
and overlapping character of the jurisdictions which currently apply to 
the four types of institution, a rapid and coordinated movement to a very 
different type of regulatory regime would necessarily require a high level 
of federal-provincial and interprovincial cooperation. We do not know 
how likely such cooperation would be. If it is not forthcoming, then we 
appear to face the same alternative approaches already discussed in the 
context of telecommunications. 

As Courchene points out in chapter 8 of his monograph (see Appen- 
dix A), we cannot know what kind of federal-provincial cooperation is 
going to be required, and whether or not it is likely to be forthcoming, 
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until we have a more detailed sense of what sort of regulatory regime we 
want to develop in place of the old one. This presupposes, in turn, that 
we must know the direction in which we want our financial institutions to 
evolve and how best to channel their evolution in that direction. We do 
not at present have answers to these questions. The problem is not so 
much one of federalism, but of wider uncertainties about policy directions. 


Securities 


Courchene’s study includes a section entitled “Two Cheers for the 
Provinces,” in which he analyzes the need for a federal regulatory role in 
the securities market: 


In an era in which the provinces are coming under increasing criticism for 
“province building” (erecting barriers to the internal common market), the 
securities market area represents a sphere of economic activity where they 
appear to have performed quite admirably. This is not to say that the 
provinces’ actions are motivated solely by national concerns. They proba- 
bly are not. However, there are powerful forces at work in the system to 
ensure some considerable degree of harmonization. . . . In short, I believe 
that there is little need for a national regulatory body. Even now there is at 
least as much uniformity in Canada as there is in the United States in terms 
of the preparation of prospectuses. Moreover, there is one important feature 
of the present system that is serving the country very well — the option for 
the federal government to move in the area if the provinces are lagging in 
developing efficient markets or in not looking after the interests of investors. 
This alternative places a substantial pressure on the various provincial 
securities commissions to work together — precisely what we would want 
from a system. 


Several observations flow from the above quotation. First, there are a 
number of reasons why interprovincial harmonization in securities reg- 
ulation works reasonably well. Perhaps most important is that one 
province — Ontario — has been able to take the lead. Since, at least 
until recently, the securities industry has been centred in Ontario, the 
Ontario regulatory authorities in effect became the national regulators. 
With the emergence of active securities markets in Vancouver and 
Montreal, this Ontario dominance has eroded somewhat. A competitive 
dimension has been added as the markets respond to the possibilities of 
new technologies and varying market needs. While there may be dangers 
in this — through favouring local concerns, for example — there are 
also major gains in responding to local needs and new opportunities. 
Damaging competition may also be restrained by the possibility that the 
federal government could at any time decide to intervene in the field. 
While its constitutional power to do so, under trade and commerce, is 
not assured, the likelihood is that it would possess the requisite author- 
ity. Here then is a situation in which national purposes may be achieved 
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by provincial action and in which there is a theoretical argument for 
national regulation, but little practical pressure for this to be done. 


Fisheries 


We next turn to the question of fisheries, examined by 
Bruce H. Wildsmith (see Appendix A). His approach is pragmatic and 
functional. He examines the potential for constitutional reform, but he is 
more willing to consider new administrative arrangements, as these are 
easier to agree to and easier to change if they prove to be unworkable. 

Fisheries is largely a federal area under the Constitution; and yet the 
processing of fish has provincial legislative implications, as does the 
ownership of the land adjoining oceans, rivers, lakes, and streams. So, 
even here, there is potential for provincial involvement. However, during 
much of the 20th century, the federal government has been prepared to 
delegate to the provinces responsibility for the inland waters freshwater 
fishery, so even in an area of pure federal authority there is an enforce- 
ment role for the provinces. 

Wildsmith’s proposal is that the federal government should allocate 
the quotas among provinces and should then leave to each provincial 
government the administration and division of that quota. His essential 
point is that within a broad area such as this, it is possible to distinguish 
some aspects that require national regulation and others that are pri- 
marily of provincial concern. It is only a central government that can 
manage the total resource, can allocate it among provinces, and can 
administer the international aspects of fisheries, including regulation of 
foreign fishing. But it is provinces which are primarily responsible for the 
local impact of fishing, and which should properly decide questions such 
as whether to centralize processing in a few plants or to seek to preserve 
a decentralized industry in order to maintain local communities. This 
dual character, with an issue being at once national and provincial, is 
common to a great many issue areas. The two must be continually 
balanced in a political process. This is a central justification for de jure or 
de facto concurrency in the division of powers. Not only does it give each 
order of government the ability to act as it feels necessary, but it forces 
them to negotiate when their objectives clash. Constitutional ‘“mes- 
siness” may be the servant, not the enemy, of political responsiveness. 


Natural Resources 


No issues in economic management have been more contentious in 
Canadian federalism than those connected with natural resources. 
Resource policy and regional policy have been inextricably intertwined. 
Federal and provincial powers overlap each other at virtually every 
point. Under the impact of massive rises in world oil prices in 1973, and 
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again in 1979, federal-provincial relations were thrown into disarray. At 
the beginning of the 1980s, as reflected ina November 1981 federal budget 
paper, it was felt that the shift in terms of trade in favour of the resources, 
and particularly oil and gas, was to continue indefinitely and that this in 
turn would foster a shift in the centre of gravity of the Canadian econ- 
omy. Economic strategies ought therefore to be focussed on this devel- 
opment. The engine of growth was to be the large resource projects — in 
the West, in the North, and on the Atlantic coast. Central Canadian 
manufacturing industry was to find its future in adjusting to supply these 
huge new developments with equipment and services. This expectation 
was a major factor underlying the National Energy Program and other 
policies of the time. A few years later, the downturn in commodity prices 
put an abrupt end to this approach, at least in its grander expositions, 
and forced new ways of thinking about resources and Canadian eco- 
nomic development. 

At issue in the resource battle were a number of contentious ques- 
tions. First, at the most general level, was a fundamental difference of 
view on whether resource wealth was a national patrimony, which 
implied that its development was a national concern and that the rents 
should be shared across the whole country; or whether resources were a 
provincial patrimony, which implied unfettered provincial control over 
development, and provincial use of the rents for long-term diversifica- 
tion and for saving for the future. The debate was tied directly both to the 
division of authority in the Constitution and to the way in which power 
was distributed within national institutions. The provincial view was 
rooted in the elemental fact of provincial ownership of natural resources, 
buttressed by a wide array of taxing and regulating powers and by a 
significant degree of public ownership. The centralist view was rooted in 
the large array of powers which the federal government could bring to 
bear: its ownership and control of resources on “Canada lands,” its 
control over interprovincial and international trade, its unlimited taxing 
power, and its long-standing active role in the field. 

The concern with national institutions lay in the fact that the question 
of oil-pricing and revenue-sharing directly pitted the interests of con- 
suming provinces who were interested in lower oil prices and a wide 
sharing of revenues against the interests of the producing provinces who 
wished to maximize their prices and revenues. The governments and 
residents of the producing provinces feared that since the consuming 
provinces (notably Ontario and Quebec) held by far the greatest weight 
in the federal Parliament, national decisions would be weighted in their 
interests. These fears of having inadequate powers in their own hands 
and inadequate political influence at the centre underlay virtually all the 
concerns of the producing provinces in the constitutional arena, and 
they sought cast-iron guarantees of their existing powers and a greater 
provincial voice in the making of national decisions. To this must be 
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added the concerns of Newfoundland, Nova Scotia, and British 
Columbia, who saw the potential of large-scale oil and gas development 
off their coasts. 

It is easy to forget and to underestimate the deep bitterness with which 
the battle — at once interregional and intergovernmental — was fought. 
It took place at all levels, from the courts to the election hustings. 
Western “alienation” emerged and, in the opinion of some, it was as 
threatening to national unity as Quebec nationalism. It is not our pur- 
pose here to recapitulate all these battles and all the issues that were 
involved, but we do wish to underline the costs of the conflict. At one 
level these costs were political — a serious straining of the fabric of 
Confederation. On the other level they were economic, as industries and 
consumers were squeezed between the interests of competing govern- 
ments. While not the only reason, these battles appear to have had a 
serious impact on investment and on the pace of development, for 
example, with the oil-sands projects in Alberta or with development of 
offshore resources. 

Despite these very heavy costs, it can be argued that in the end the 
processes of the federal system produced roughly the right answer, 
namely a reasonable compromise among fundamentally opposed and 
competing interests. Canada arrived at such an answer precisely 
because the constitutional allocation of power gave each side powerful 
bargaining levers with which to ensure that its interests were heard. 
Thus, it would have been preferable that the Alberta—Canada energy 
agreement of 1981, and parallel agreements with other producer provin- 
ces, had been arrived at earlier and with less bitterness. Nevertheless, 
agreements were reached. Similarly, we would have wished that the 
battle between Newfoundland and the federal government over control 
of offshore development had not taken so long and had avoided recourse 
to the courts. Here, too, however, in February 1985 an agreement was 
reached (following an earlier agreement between Ottawa and Nova 
Scotia). And it does, in the end, represent a reasonable compromise 
between the essential national interest and the essential provincial interest. 

In the same vein, only one division of powers provision was included 
in the Constitution Act, 1982. That was a new s.92(A). It confirmed 
exclusive provincial jurisdiction over exploration for non-renewable 
natural resources and over the development, conservation, and manage- 
ment of all resources, including electric power. It gave the provinces a 
concurrent power over trade in natural resources, subject to federal 
paramountcy and to arule against discrimination in price or supplies. It 
also gave the provinces the right to indirect taxes over resources, again 
so long as such taxes did not discriminate. The new Constitution also 
contained a definition of natural resources, making ours perhaps the 
only constitution in the world which specifically mentions “sawdust and 
wood chips.” Such are the vagaries of trying to write down in a constitu- 
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tion the solution to an issue as complex as this. Again, the inclusion of 
this provision is a reasonable balance among conflicting views, preserv- 
ing the essentials of both the national and the provincial interest. 
Taken together, these recent agreements and amendments leave us 
optimistic about the future of the intergovernmental management of 
resources. This is not to say that there do not remain a great many loose 
ends (for instance, the inclusion of energy revenues in the equalization 
formula, the treatment of rents from electric power generation, and the 
taxation of Crown corporations). Much less does it mean that we have 
seen the end of conflicts over resources. The volatility of demand and 
price, and their crucial significance to particular parts of the country 
guarantees this. Nevertheless, in the crucible of the 1970s and early 
1980s we were able to resolve a number of serious questions, to put in 
place better tools to deal with them, and to learn from our experience. 


Regional Fairness 


There is more than just efficiency and effectiveness involved in the 
question of the proper allocation of powers over economic arrangement 
functions. The other important consideration introduced at the outset of 
this chapter was that of regional fairness. Harmonized policies are often 
thought to be regionally biased ones as well, operating to favour some 
regions at the expense of others. Accordingly, the object of this section 
of the chapter is to raise the regional fairness issue. We have encountered 
it previously, as in the energy discussion above, but here we address it 
more directly. Can federal economic policies be neutral across regions? 
What is the Canadian record in this respect? 

It was demonstrated above that the concept of regional winners and 
losers becomes exceedingly complex when factors are free to relocate 
interregionally. Yet allegations that the federal government has discrimi- 
nated have been a perennial feature of Canadian political debates, anda 
sense of “unfairness” remains firmly rooted in the perceptions of Cana- 
dians. We wish to argue that when the full range of economic policies is 
considered, and when an historical rather than static approach is taken, 
the task defies systematic analysis. It is impossible, in other words, ever 
to come up witha credible grand “balance sheet” of Confederation. This 
does not mean that regional equity must disappear as a criterion for 
judging the success of a federation. Quite the contrary; it is just that the 
approach employed must be different. 

The general argument can best be made by taking specific policy 
issues in turn and looking at the task of identifying regional winners and 
losers. Let us first consider the tariff on manufactured products. It was 
shown above that there is likely to be an interregional transfer of income 
from the West and the Atlantic provinces to central Canada. The point 
was then made that if capital and labour are mobile, many of the benefits 
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in the form of inflated wages or rates of return can equally well accrue to 
any Canadian. Owners of immobile factors, such as urban land, benefit 
while farmland and resource deposits decline in value. 

Even here there is not necessarily a regional burden, though. As W.A. 
Mackintosh (1939) noted long ago in his background study for the 
Rowell-Sirois Commission, the system of tariffs was in place long before 
there was much settlement in the Canadian West. Thus, as land was 
taken up for farming, its price would be lower by an amount equal to the 
net loss that tariffs imposed on agricultural incomes. Farmers earned 
less from the land, but they also paid less for it. It was the land com- 
panies and the Canadian Pacific Railway that saw the value of their land 
grants diminished. The fact that tariffs have come down gradually over 
time has in fact given farmers an unanticipated (presumably) windfall 
gain. Land prices rose every time the tariff on implements was lowered. 
The same point cannot be made for the Maritimes, though. There were 
established economic interests before 1879, and they would have had to 
adjust to the duties after the fact. 

The point here is not that the tariffs do not have asymmetrical regional 
impacts. Clearly they do. Trade liberalization would undoubtedly 
increase the asset values of much western real estate and capital hold- 
ings. In an historical context, though, this is a potential windfall gain 
denied, rather than a capital loss imposed arbitrarily on the region. One 
could debate endlessly whether there is a conceptual difference between 
these two outcomes. 

Transportation policy provides a second interesting example. Con- 
ventional wisdom has long held that federal transportation policies 
discriminate against the West and the Atlantic provinces. Recent 
research, however, as summarized in Anderson and Bonsor’s Commis- 
sion paper (listed in Appendix A), has shown these claims to be largely 
suspect. Freight rates do figure more prominently in these regional 
economies, but this is due to their lack of market power and to geograph- 
ical handicaps. If anything, federal policies have tended to compensate 
for these handicaps somewhat. The retention of the Crow Rate is the 
most obvious example in the West, and the Maritime freight-rate sub- 
sidies are the most obvious examples in the East. 

Much of the complaint about federal transportation policies, espe- 
cially in the Atlantic provinces, has taken the form of arguing that the 
natural disadvantages of the outlying regions have not been sufficiently 
offset. The complaint is not that the policies have actually harmed the 
regions but that they have not been sufficiently supportive. Good policy 
would mean erasure of all handicaps that remoteness and sparse settle- 
ment imply. To accept this argument, however, would be to concede that 
the government had the responsibility of intervening to offset the natural 
disadvantages of all regions, or even individuals, in all manner of pur- 
suits. Must we extend the definition of good policy this far? If not, are 
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there some natural disadvantages that are more intolerable than others? 
Should this slant differ by region? Again, we are into the realm of 
unanswerable questions. 

Energy policy provides an example of yet another problem with 
calculating regional balance sheets. It is undeniably the case that the 
National Energy Program of 1980 cut into western incomes drastically. 
Regional impact studies, such as John Whalley’s survey for the Commis- 
sion, confirm this; but an identical calculation performed before 1973 
would have come up with exactly the opposite result. The National Oil 
Policy acted to transfer income from Ontario and Manitoba consumers 
to western oil companies and provincial treasuries. Its impacts on 
Quebec are less certain, as Mireille Ethier’s federalism paper for the 
Commission shows. Is energy policy unfair now, and was it fair then? For 
a policy to be judged prejudicial, must there be complete historical 
consistency in regional impacts? Can one compare periods of gain to 
those of loss, with the judgment of the impact depending on which sum is 
larger? Again, there are no easy answers to such questions. (Whalley’s 
and Ethier’s studies are listed in Appendix A.) 

Federal spending on infrastructure provides a further example of the 
ambiguities involved in calculating regional balance sheets. The issue 
here is what a fair distribution would be. Obviously, every region cannot 
expect to receive a proportionate share of every type of expenditure. 
Saskatchewan has little need of harbour facilities, and Newfoundland 
has little need of rail lines to move export wheat to market. Should 
spending on agriculture in Saskatchewan equal spending on fisheries in 
Newfoundland, though? What if the social return to one is very high and 
to the other quite small? Should efficiency considerations be completely 
waived in this case? Ethier pursues these points further in her discussion 
of the Autopact and of improvements to the St. Lawrence Seaway. 

A final example can be cited. A few years ago, a number of balance 
sheets were drawn up showing federal government taxation and spend- 
ing by region (see also Whalley’s study for the most recent attempts). 
Since there are immense technical difficulties in doing such an exercise 
properly, little consensus was ever reached; but the exercise itself is 
conceptually invalid, technical issues aside. The presumption underly- 
ing each attempt was that a neutral federal position would be a balance 
on taxation minus spending equal to zero for each province. Losers were 
those provinces where federal tax receipts exceeded expenditures; win- 
ners were in the opposite position. 

In fact, if one found that net federal transactions were identically zero 
for all provinces, this would be cause for concern. The federal tax and 
expenditure system is designed to be progressive in its impact. It is by 
design that wealthier Canadians pay more taxes for the same amount of 
public goods than their poorer counterparts do. The federal government 
consciously redistributes income from higher- to lower-income Cana- 
dians. But it was seen above that per capita incomes differ across 
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provinces. A simple application of the tax system will thus necessarily 
show an interregional redistribution effect. Provinces with a dispropor- 
tionate number of high-income individuals will contribute more per 
capita to federal tax revenues than those with lower average incomes. If 
government services are provided on a roughly equal basis to all Cana- 
dians, as is normally assumed, poor provinces will show a surplus and 
richer provinces a deficit. There is nothing nefarious about this result. It 
is simply an inevitable outcome of the decision to implement a progres- 
sive income tax in a nation where per capita incomes differ among 
provinces. 

The implication of these remarks is that the equity of federal economic 
policies across regions cannot be evaluated numerically on the basis of 
after-the-fact outcomes. There is no acceptable definition of what a fair 
policy would be in most if not all cases, so there is no way of judging any 
particular actions. Even if one could make such a judgment, this would 
still leave open the question of whether federal measures should be 
evaluated on a case-by-case basis, as was done above, or whether it is 
the entire package, over a long time period, that is relevant. Must 
transportation policy be neutral across regions? Or is it sufficient that 
regions which lose in this respect win an identical offsetting amount on 
other policies? Further, must each region always be in balance? Or do 
periods of winning justify penalizing the region subsequently? 

Godviously, the regional balance sheet approach must be abandoned as 
a means of appraising regional fairness. The concept of fairness need not 
be, though. The object should be to ensure that each region feels secure 
in the knowledge that its interests will be well represented in the decision 
process leading up to the implementation of important policy initiatives. 
This means that the federal government must be regionally represen- 
tative, a topic taken up earlier under the heading of intrastate federalism. 
It also means that the provinces must be consulted as part of the process 
and that they must be allowed to represent their interests effectively. 
This, too, was discussed above when looking at interstate federalism. 

This alternative concept of what would constitute regionally fair pol- 
icy making is not as insipid as it might sound at first. The case could be 
made, for example, that the real objection to the National Energy 
Program was the way in which it was sprung on the western provinces. 
That this was the case reflected at least in part the fact that the West was 
poorly represented in the national government at the time. Even this 
most contentious of policy issues might have been more muted if there 
had been strong western representation in the cabinet, or if the provinces 
had been routinely consulted ahead of time on major energy initiatives. 


Conclusion 


At the outset of this discussion of Canada as an economic union we 
asked whether we were moving into a period in which federalism, as it 
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had in the 1930s, would prove a serious impediment to successful eco- 
nomic management as we confront the future. Our look at the past 
convinced us that while federalism is inevitably a complex system of 
government (one which provides little comfort to those with tidy minds), 
it has adapted very successfully in the past. Moreover, we argued that 
federalism has also been both a source of dynamism and a means of 
ensuring policy that is sensitive to the wide diversity of needs and 
interests across the country. 

We have now examined a number of policy areas of concern and have 
asked whether they will require major changes in the structure and 
operation of the federal system. While there are certainly problems to be 
dealt with in these and other areas, the main impression that emerges iS 
of a system with a great deal of potential for flexibility. One does not see a 
central government hamstrung as it faces oncoming challenges. Rather, 
one is reminded of the wide scope for action which already lies within 
federal jurisdiction. In many policy fields, shared jurisdiction is not justa 
constitutional accident; it is an accurate reflection of the existence of 
genuine and legitimate provincial and national concerns. To call for the 
complete centralization of powers, or the opposite, in such areas would 
almost certainly lead policy makers to neglect important dimensions and 
to be less sensitive to vital interests. 

The “virtues” of federalism noted above are evident here as well. Not 
only does the existence of provinces with wide powers accord with the 
political sense that Canadians have of themselves, but this system also 
offers multiple channels of access, multiple forums for accommodation 
of conflicting interests, and multiple arenas for adaptation and experi- 
mentation. The very complexity of federalism provides a resilience anda 
capacity to absorb shocks that is not always found in highly centralized 
systems. 

Our analysis also suggests that the constraints that federalism 
imposes on economic management are not primarily constitutional. 
Rather, they arise out of the regional structure of the country. It is not 
lack of authority that will prevent the federal government from giving 
less emphasis to place prosperity, from emphasizing market adjustment, 
and the like. It is the political opposition — and the need to balance 
conflicting signals from different parts of the country — which will 
prove the real difficulty. 

In this chapter we have used the idea of successive levels of economic 
integration, from a simple free market to a full-scale economic union. At 
each level we have asked how the Canadian federal system has per- 
formed according to these criteria suggested. We have noted numerous 
departures from the “ideal” at each level, from a wide variety of inter- 
provincial barriers to trade, to lack of harmonization in a variety of 
policy areas. 

Such observations have led some authors to conclude that Canada is 
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so fragmented that the potential economic benefits of participating in an 
economic union have been largely dissipated. Were Canada to 
strengthen the economic union, the productivity of the economy would 
be much greater. Canadians are poorer than they should or could be 
(Maxwell and Pestiau, 1980). Such judgments, as we have seen, are 
extraordinarily hard to weigh empirically. It is a large jump from making 
lists of barriers to measuring their actual costs. The research available to 
us does not allow us to resolve the issue, partly because of the immense 
measurement difficulties, partly because of conceptual problems. 

Nevertheless, some judgments are possible. First, the more alarmed 
worries that emerged in the late 1970s seem to be exaggerated. Despite 
the many barriers, Canada is a functioning economic union. Goods, 
services, labour and capital move relatively freely in the Canadian 
economic space. Transportation and communications systems facilitate 
these movements. If Canadians trade less with each other — or trade 
more with other countries — than some would like, the reasons lie much 
more in basic economic factors, such as resources and markets, than in 
the barriers set up by governments in the Canadian federal system. 
Similarly, in those policy areas in which harmonization is essential to 
serve an economic union — such as fiscal and monetary policy, basic 
social policies and the like — Canada has a positive record, despite the 
“complexities of federalism.” The forces underlying this harmony are 
numerous. Many of the essential powers are federal. Ottawa’s powers to 
intervene in the interests of the national economy remain broad. Other 
responsibilities remain provincial. Here too the range of “disharmony” 
is limited — a result of federal influence, of the similarities in citizen 
expectations across provinces, and in the discipline imposed by market 
forces. 

Moreover, we have been able to reap most of these benefits of eco- 
nomic union without moving to the homogeneity of a central government 
dominance which, some might suggest, an economic union requires. 
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Chapter 21 


The Future of Canadian Federalism 


Throughout our analysis, we have emphasized that the effects of federal 
institutions cannot be analyzed in the abstract. Their impact lies in how 
they interact with the changing economic, social, and political environ- 
ment within which they are embedded. If this is true of the past, it will be 
equally true of the future. It is thus appropriate that we end this overview 
with a brief look at some of the main factors which are likely to affect 
Canadian federalism in the decade ahead. Prognostication is always 
dangerous, as those engaged in the discussions of Canadian federalism 
in the late 1930s discovered. Nonetheless, it is essential that we have 
some sense of the likely range of possible developments and their 
implications for the future direction of Canadian federalism. 


Clearing the Old Agenda 


The first point to note is that the most contentious issues of the 1970s are 
off the table (at least for the moment), if not fully resolved. Thus, a 
constitutional settlement between Ottawa and nine provinces was 
reached in 1981. While none of the ten signatories could be completely 
satisfied with the result, it was a compromise in which each of the ten got 
something. Quebec has failed to achieve even its most minimal goals, but 
for a variety of reasons its powerful nationalist drive of the 1960s and 
1970s has faded. Ottawa and the oil-and-gas-producing provinces also 
eventually reached agreement. Moreover, the dramatic shift in the terms 
of trade between regions which rising energy prices signified was 
reversed, so the issue itself became less divisive. There were also some 
indications that governments recognized the damaging effects of continued 
high levels of disagreement on public and business confidence, and that they 
therefore sought to lower the heat in intergovernmental relations. 
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The Emergence of New Interests 


There is also some evidence that there may be a decline in the salience of 
regionally defined interests and in the perceptions of regional griev- 
ances. Interests and identities, defined in other terms (in terms of men 
and women, rich and poor, educated and uneducated) may be growing 
relative to regional concerns. Economic growth, competitiveness, pro- 
ductivity, technology, the environment, and the future of the welfare 
state are not primarily regional in their definition or impact. Citizens 
seem to have a new agenda, or multiple agendas, in which the place of 
region may be considerably diminished. If there is a real change here, it 
may have important consequences for the practice of federalism. 

Enactment of the Charter of Rights and Freedoms may enhance this 
tendency. Is federalism no longer the bulwark against the tyranny of the 
national majority over the minority or the individual? Will this role now 
be played much more explicitly (and probably effectively) by the courts 
and by the Charter? In the longer run, the Charter may well be power- 
fully “centralizing,” in the sense that the rights that it establishes are 
held by virtue of holding citizenship in the Canadian community rather 
than in the provincial community. Moreover, these rights will be 
enforced by a national (and still federally appointed) institution. With 
very important exceptions, the rights defined are abstract and universal, 
while provincialism emphasizes rights that are variable and particular. 
The ability of provinces to pursue diverse conceptions of the public 
good, implying distinctive economic, political, and cultural policies, will 
be considerably attenuated if the courts are expansive in their definitions 
of individual rights. Thus, the Charter by-passes federal-provincial rela- 
tions and makes salient those identities and interests which are non- 
regional, and which indeed may be intrinsically hostile to regionally 
defined identities and interests. 

Another effect of the process by which we obtained the Charter was to 
“demystify” the federal-provincial process and greatly to broaden the 
awareness by many groups of its consequences for them. A similar 
process was encouraged by the creation of the Breau task force on fiscal 
federalism, which did much to mobilize and inform a welfare-oriented 
constituency to the importance of federal-provincial relations, an 
awareness heightened by the subsequent debate over medicare. To the 
extent that this leads to greater pressures on federal-provincial mecha- 
nisms to pay more attention to non-governmental groups, it may also 
promote awareness of non-regional issues in intergovernmental relations. 


The Role of Restraint 


The second major set of relatively new forces affecting the mobilization 
of interests and intergovernmental relations is what has been called the 
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politics of (relative) scarcity, and of governmental restraint. The effects 
of these phenomena on federalism are complex and ambiguous; they 
may plausibly either exacerbate or diminish regional and intergovern- 
mental conflict. By scarcity, we refer simply to the possibility of a long 
period of relatively slow growth and to the related politics of the “‘zero- 
sum” (i.e., a stable or declining pie available for distribution). We 
assume the possibility that we are not likely to see a return to the long 
period of relatively uninterrupted economic growth, in which it was 
possible to ensure the relatively broad distribution of benefits across all 
major sets of economic actors, and which minimized the tensions 
between goals such as regional development and maximizing aggregate 
economic growth, or between equity and efficiency. By restraint, we 
refer to one of the important political consequences of this relative 
scarcity: the thrust by all governments to contain and reduce spending, 
and the resulting debates over the future of the welfare state, cutbacks in 
government funding, and so on. 

In one sense, relative scarcity may be expected to promote fragmenta- 
tion and to exacerbate conflict along all dimensions, because it high- 
lights tensions over the distribution of income, whether between capital 
and labour or between region and region. Thus, one might predict that it 
will heighten whichever are the already dominant divisions (for exam- 
ple, class tensions in a country like the United Kingdom, or regional 
tensions in a country like Canada). There are many reasons to expect 
that a future politics of relative scarcity will indeed exacerbate regional 
conflict. Some argue that scarcity in already regionally divided societies 
increases fragmentation, since groups (and regions) turn in on them- 
selves to protect whatever advantages and privileges they already have. 
The commitment to sharing, the willingness to redistribute, is weak- 
ened. The redress of regional inequalities comes to be seen as a luxury 
which cannot be afforded without weakening the whole. Especially in 
the weaker regions, there is an increasing lack of faith in the capacity of 
the centre to act effectively. The winners and losers from the regional 
distribution of benefits become more visible. The impact of scarcity, as 
of growth, is likely to be unequally distributed regionally, thus preparing 
the way for the kind of politics of regional jealousy that were evident in 
the 1980 federal election campaign. 

Much the same is true with regard to the politics of restraint, as 
evident in intergovernmental relations. Under scarcity, provinces are 
likely to compete more aggressively with one another for scarce devel- 
opment and tax dollars. Federal and provincial governments will each 
try to pass on their financial difficulties to the other, along with the 
political blame. For example, we have seen capping of federal transfers 
to the provinces and federal spending reductions that had important 
consequences for provincial spending needs. Similarly, provinces have 
structured make-work programs so as to move recipients onto federal 
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unemployment rolls as quickly as possible. Much of the federal-provin- 
cial debate over medicare turned on where to place blame for spending 
cuts and which level of government would have to deal with the intense 
political conflict the cuts engendered. 

On the other hand, there are reasons for thinking that scarcity has the 
potential to diminish intergovernmental and interregional conflict. To 
the extent that it highlights issues such as wage restraint, or the need for 
greater productivity, the first line of division is between capital and 
labour, not between regions. A debate about the need either to cut back 
or to preserve the welfare state, or one about intervention versus non- 
intervention in economic strategies, cuts across regional lines. In times 
of economic difficulty, people may also look to the federal government as 
the government with the greatest potential to deal with the problem. The 
province may be seen as a less effective economic actor. 

This is far from clear, though. One explanation for provincialism in 
Canada suggests that it is in part a product of the inability of the federal 
government to act effectively, given the constraints of international 
forces. Much depends here on how a particular region is affected. To the 
extent that regional effects vary (the extreme case being one in which 
some benefit considerably while others are badly hurt, as in the OPEC oil 
price hikes), regional conflict will be exacerbated; to the extent that 
everyone is in the same boat (as was largely the case in the recession of 
1981-82), then regional conflict is minimized. 

At the intergovernmental level, scarcity may also reduce conflict. 
First, there may be much greater awareness of the costs of conflict. This 
could take the form of the need to respond to strong signals from the 
business community, as in the recent moving back from confrontation 
over energy. It could also take the form, as we have seen recently, of 
much wider discussion of the costs of provincial barriers to the eco- 
nomic union, in terms of reducing international competitiveness and the 
like. 

Finally, much of the federal-provincial conflict of the last few years is 
associated with expanding governments. Governments conflict pri- 
marily at the margins, in those new, politically attractive, policy areas 
where stable relationships have not yet been worked out. To the extent 
that restraint leads all governments to hunker down and avoid major new 
projects, the opportunity for friction is diminished. 

Whatever the impacts on the underlying bases of conflict, it does seem 
clear that a prolonged downturn is likely to generate centripetal 
demands from some political and economic elites. Many of the costs of 
fragmented, dispersed power, and the attendant delays, uncertainties, 
and elaborate procedures of consultation and compromise, may now 
come to be seen as too excessive. Such broad consultative mechanisms, 
whether between governments or among other groups, may work well 
when there is a large enough pie to share widely; the same mechanisms 
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may become paralyzed and immobilized when their job is to share out 
pain. Economic crisis certainly generates more demands for con- 
sensual, consultative policy making. Equally, though, it generates 
attempts by political elites to escape the restraints imposed by such 
mechanisms and to insulate decision making from popular and group 
pressures, including those from other governments. In addition, where 
sub-national governments are fiscally dependent on the centre, the 
centre may well try to centralize spending. This is both because the 
centre wants to protect its own threatened budget and because it is 
responsible for overall debt management, protection of the currency, 
and the like. 


The Future International Environment 


If the economic crisis is also associated with an increasingly competitive 
international environment, further pressures for centralization may be 
added. Thus, we see arguments in Canada that we cannot develop 
‘“world-scale” production runs if our own domestic market is frag- 
mented, that we cannot effectively bargain in international forums if we 
do not speak with a single voice, and so on. Internal barriers to protect 
local and provincial interests are increasingly seen as illegitimate, while 
at the same time provinces are likely to increase their own efforts to 
ensure access to international markets. 

These considerations all formed part of the rationale for the “new 
federalism” espoused by the federal government between 1980 and 1984, 
even though the primary impetus behind it was more political than 
economic. It was designed to re-establish the authority of the central 
State as against the perceived fissiparous tendencies associated with the 
province-centred view, and to reorient politics around national issues 
identified with the national government. On one hand, as we have 
suggested, economic crisis seems to push in this same direction; but it 
also poses serious dilemmas for a central government engaged in sucha 
nation-building project. The tools it can use to promote it are weakened 
at a time of budget restraint. If it asserts its power in an area, it rather 
than the province becomes the target of group wrath. Gratuitous federal 
attacks on the provinces are seen as dangerous, deflecting attention from 
the “real” issues. The main message from the public has been not 
“Centralize” or ““Decentralize,” but “Stop fighting.”’ Most important, 
the exercise of central power in hard times involves making highly 
visible choices between groups and regions. In such circumstances, it is 
more difficult for the federal government to build the nation-wide base of 
support which it requires if its authority is to be effective. 

A number of other pressures are likely to arise from the international 
environment. International economic relationships have come 
increasingly to be concerned with non-tariff barriers (quotas, subsidies, 
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and other measures which have the effect of giving unfair advantage to 
domestic producers), and this trend is likely to continue. It will be of 
special importance in any negotiations on a freer trade relationship 
between Canada and the United States. This has a number of potentially 
critical implications for federalism in Canada. 

First, many of the practices likely to enter into discussions about non- 
tariff barriers occur at the provincial level. Provincial policies will thus 
come under increasing international scrutiny and will be at issue in 
international negotiations. This raises the question of the future of 
provincial participation in international trade negotiations. It also raises 
the question of how commitments made by the federal government 
internationally can be implemented domestically, since it has been 
decided by the courts that international treaty commitments do not 
permit the federal government to intervene in areas of provincial juris- 
diction. As discussed previously, provincial policies, such as methods of 
forest management in British Columbia, have become the subject of 
international countervailing actions. 

Hence, in the future, province-building industrial policies may well 
come under threat. So, too, may federal regional development policies, 
if they are seen to involve unfair subsidies to domestic producers. Thus, 
the balancing of regional and national interests through the domestic 
political processes of federalism may become more difficult, potentially 
exacerbating regional tensions. 

More generally still, increasing economic integration of the Canadian 
regions with foreign centres may hasten the divergence of regional 
interests. The economic well-being of individual regions will be tied to 
external drives and will not easily be addressed by domestic economic 
policies. A diminution of the extent to which Canadians trade with other 
Canadians may, in the long run, also undercut other kinds of linkages, 
undermining the commitment to the national community and the com- 
mitment to interregional sharing or redistribution. 

Finally, international trade relations may become increasingly 
regionally divisive, with some regions or sectors of the Canadian econ- 
omy seeing advantages in greater openness and others seeking protec- 
tion. This is, of course, not new; it has been the history of tariff policy in 
Canada. Indeed, there is some possibility that as each Canadian region 
becomes more economically diversified, the clear east-west division 
over an issue like tariffs will become blurred. For example, Ontario- 
based business interests today speak with a much less united voice on 
trade issues, since several of the interests involved, such as banking or 
the automobile industry, have already come to be more linked to interna- 
tional markets and have become less dependent on domestic ones. 
Nevertheless, regional divergence remains strong, and adaptation to the 
changing international environment will continue to introduce strains in 
Canadian federalism. 
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The Future of Quebec Nationalism 


Following the defeat of the Quebec referendum, there was a noticeable 
decline in the strength of support for Quebec independence and an 
apparent exhaustion of the nationalist movement. There are many possi- 
ble reasons. The Parti Québécois has had to act as an ordinary govern- 
ment, losing its thrust as a movement and incurring all the hostility that 
incumbent governments normally do. Economic uncertainty has made 
radical political change seem dangerous and uncertain. Much of the 
nationalist agenda of the 1960s has been obtained. But it would be rash to 
predict that Quebec nationalism is dead. Many factors could lead to a 
resurgence, perhaps with somewhat different goals, leadership, and 
support from those of the Parti Québécois. They include continued 
relative economic and demographic decline for the province, reducing 
its weight in the country as a whole; or a reversal of the commitment to 
bilingualism and “French power” in Ottawa. As the issues in Manitoba 
and New Brunswick have shown, language continues to divide the 
country. Clearly, political and social change in Quebec will have impor- 
tant implications for the future of Canadian federalism, as it has had 
throughout Canadian history. 


A New Government in Ottawa 


Finally, much of the intense conflict of the recent period is inseparable 
from the structure and operations of the party in power and the 
approaches to issues of federalism by leaders at federal and provincial 
levels. Thus, the results of the September 1984 federal election, with the 
election of a Conservative government, may also have important con- 
sequences for the politics of federalism. For the first time in many years, 
the governing party and cabinet have strong representation from all 
regions. No longer is the West “frozen out” of power in Ottawa. No 
longer is the political dynamic one in which either Quebec or the West 
has little representation. Now, the party in power in Ottawa is of the 
same political stripe as most provinces, removing for the moment the 
purely partisan element in federal-provincial conflict. The new prime 
minister appears to place a high value on moving away from the con- 
frontational politics of the recent past and on espousing the virtues of 
cooperative federalism. 

It would be rash to predict from this a new golden age of cooperation. 
The real differences of interest that we have described will remain. Much 
will depend on whether the issues that arise will divide the country 
regionally — straining the capacity of the new federal government to 
bridge them — or whether the new approach will be lucky enough to 
find itself coexisting with a period in which the issues themselves are not 
so regionally divisive. In any case, the inevitable differences between 
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governments which arise from their respective national and provincial 
foci will remain important. It may also be the case that one result of the 
1984 election will be to reduce the discussion of radical intrastate pro- 
posals, such as those for electoral system reform or Senate reform, since 
it can be argued that the party system and party leaders have suc- 
cessfully adjusted. On the other hand, the new atmosphere may well 
make possible careful consideration of other reforms, without poisoning 
the atmosphere by mutual distrust and by the fear that the one level is out 
to destroy the other. 

To sum up, there are powerful tendencies suggesting that federalism in 
the 1980s will be less focussed on the politics of regions and less preoc- 
cupied with intergovernmental conflict than federalism was in the 1970s. 
There are also powerful pressures toward centralizing authority and 
strengthening the integrity of the economic union. Nonetheless, it is 
impossible to make firm predictions, and it would be rash even to suggest 
that the preponderance of the forces seem to press those who would 
reform our institutions in the direction of greater centralization. This is 
so for a number of reasons. 

First, federalism, linguistic dualism, and a regionalized society and 
economy are permanent and fundamental defining characteristics of 
Canadian politics which can never be far from the surface. However, the 
salience of these characteristics and the intensity of the conflicts they 
engender do vary. They do so because the issues change, some empha- 
sizing and highlighting regional differences, others blurring and cutting 
across them. We have recently been through a period in which the 
dominant issues reinforced territorial politics. We may now, however 
temporarily, be in a period when the dominant issues cut the other way. 
It is impossible to say, however, how long this will continue to be the case 
when so many of the most important issues that Canadians must deal 
with are imported willy-nilly from outside the country. Will the issues of 
the future be more like energy, for example, or more like the cruise 
missile? 

Second, even if industrial decline and declining economic growth 
remain at the top of the Canadian political agenda, these issues do not 
point uniformly in one direction. If, for example, one push is for central 
regions and large capital to stress the need for the elimination of trade 
barriers and to assert that regional transfers based on equity considera- 
tions must take a back seat to “adjustment” and “productivity,” it is 
equally the case that pressures for new barriers and more compensation 
for areas and sectors left behind will grow. 

Third, even if the overall logic of managing the economy in a time of 
slow growth and intensified competition is centralizing, the growth of a 
number of the most important new political movements (women, native 
people, and so on) are profoundly decentralizing, challenging in funda- 
mental ways centralized, rationalized, technocratic bureaucratic deci- 
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sion making. Here, of course, the decentralization called for is much 
more than decentralizing to provinces. 

Fourth, much of the logical claim for greater central power to deal with 
economic crisis assumes that the centre is able to act effectively. But if 
Canada’s dependence on international factors is so great that the 
national government — like national governments elsewhere — 
increasingly cannot do so, then the argument for provinces to try and do 
so is that much greater; and if the politics of slow growth is the politics of 
zero-sum, then there is no escaping the political costs to the centre of the 
allocative decisions it must make. It is perhaps worth noting that in 
highly fragmented and decentralized countries such as the United States 
and Canada, the cry is for more centralized planning; but in highly 
centralized countries such as France, the call has been for more 
decentralization. Quite apart from democratic values of participation 
and responsiveness, which might be served by decentralization, there 
are strong reasons to question whether central power is the solution to 
the economic crisis. In economic terms, there is increasing awareness of 
the diseconomies of scale, an awareness that is bolstered by the knowl- 
edge of how difficult it is for a large bureaucracy to function effectively or 
to be held accountable. 

Moreover, centralization would make the federal government the 
arena within which all the convening forces would be represented. This 
could only exacerbate the problem of ‘“‘government overload” and the 
paralysis and immobility commonly attributed to it, as the burden of 
conflict management became ever more difficult. There is not much 
evidence that highly centralized political regimes are more decisive, 
more efficient, less arbitrary, or even more likely to protect a common 
market. There should be no simple assumption that central is better and 
that the burden of proof is on he who would defend or extend the present 
degree of decentralization. Rather, the burden of proof should fall 
equally on both sides. Relatively decentralized, fragmented political 
regimes may in fact have more flexibility, adaptability, and inno- 
vativeness than centralized ones. Hence, the task for federalism may 
well be to look for new alternative modes of sharing power and decision- 
making, beyond the categories of federal power and provincial power 
which have dominated our thinking over the past few years. 
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Chapter 22 


Conclusions 


We began this overview of Canadian federalism and the Canadian eco- 
nomic union by setting out some of the fundamental principles which the 
choice of a federal system is supposed to serve. Federalism, this analysis 
suggested, is a political device through which values of democracy, 
community, and effective government can be more fully achieved. We 
then turned to examine the internal dynamics of the operation of the 
Canadian federal policy and of the Canadian economic union as it 
operates within the federal political framework. 

Much of this subsequent analysis suggested a less sanguine judgment 
about the values served by federalism. It noted tensions within and 
between the values themselves, suggesting that the achievements of 
federalism are, even in principle, ambiguous and uncertain. A funda- 
mental political task, we concluded, was a search for balance and 
accommodation between values that often tend to pull us in different 
directions. A federal state faces an ever-changing set of trade-offs for 
which it must find suitable compromises. The same is true of the eco- 
nomic union. What at first glance may seem an unambiguous “good” — 
freedom of trade or mobility of capital and labour — turns out in reality 
to be a great deal more complex. Economic efficiency must be tempered 
by other values, most notably in a federation by the idea of the preserva- 
tion of regional and linguistic communities. 

Beyond these internal tensions at the level of goals and values, the 
analyses we have summarized often suggested that the real world 
dynamics of the federal system undermined the values that federalism is 
designed to serve. It is easier to visualize the benefits of federalism in the 
context of limited government than it is in a political system charac- 
terized by massive governmental institutions and the administrative 
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state: and it is easier to visualize the benefits of an economic union in the 
context of the classic model of a free market, with a multitude of buyers 
and sellers, than it is in a market characterized by large, powerful 
corporations operating nationally and internationally. In both cases, the 
reality is the need to manage the relations of large complex organiza- 
tions, which are locked into complex patterns of interdependence and 
which manage their relations through “elite accommodation.” 

Moreover, federalism is at root a device for fragmenting and dividing 
authority on a territorial basis. This, too, may be seen to be damaging. 
Such fragmentation may frustrate majorities. It also places a strong 
premium on the need for coordination, a need that has increased as the 
claims on the state have increased, and as international forces and 
constraints press ever-harder on domestic economic and political 
arrangements. 

All these considerations lend a certain cast to the literature on fed- 
eralism, which leads to a particular stress on the weaknesses, shortcom- 
ings, and failings of federalism. Pushed hard, this stress can lead to an 
implication that federalism is a cross we have to bear, an inconvenient 
inheritance from the past, something we must “work around” and 
overcome if we are to meet our economic and social needs. From this 
perspective, the rational ideal is clearly a unitary state. Canadian condi- 
tions, some critics seem to note with some regret, require us to be 
federal, but we assess federal arrangements largely in terms of how well 
they are able to compensate for this unfortunate fact. 

Furthermore, this perspective can suggest that federalism is perfectly 
acceptable when times are good — when the international environment 
is benign, when the economy is growing, when there is a high degree of 
consensus — but that its costs become much less acceptable when 
times are tougher. The contemporary version of this perspective 
focusses on trends in the international economic environment, empha- 
sizing that increased international competition may mean that we must 
sacrifice regional equity considerations for national efficiency, that the 
need for Canada to build internationally competitive forms is hampered 
by fragmentation in the domestic market, and that the need for Canada to 
speak with one voice abroad is hampered by divided authority at home. 

In such circumstances federalism does indeed pose difficult dilem- 
mas. There are, however, two distinct types of response. The first is that 
federalism has indeed been adaptable and has been responsive to chang- 
ing needs, aspirations, and circumstances. It has not been a “frozen” 
system. Our analysis does not suggest, to use the term Michel Crozier 
applied to France, une société bloquée. At the economic level, it is 
equally an exaggeration to suggest that the Canadian economy is “bal- 
kanized.” Despite many irritants, the Canadian economy is an open 
one. So this first reply to the critique of federalism is a rather defensive 
one. It suggests that the “costs” of federalism are lower than many 
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critics might imply and that federalism has been highly adaptive and 
flexible. 

A second reply is more positive, however. It finds in federalism 
resources that may well provide a society such as Canada with a special 
strength and resilience with which it can respond to difficult challenges. 
At a time of great uncertainty about how to respond to these challenges, 
when we have little consensus on “what will work,” the opportunity that 
federalism provides for experiment in policy becomes especially desir- 
able, whether this lies in better methods of social service delivery or in 
better means of stimulating research and development. Similarly, multi- 
ple political authorities are far better equipped to collect information and 
to be aware of the diversity of interests that must be taken into account 
than a single political authority is. There is indeed a dilemma here. 
Multiple political authorities may perform this role better; but, by the 
same token, they may be less decisive, less able to act quickly. Even 
here, in an age of uncertainty, the dangers of putting all the eggs in one 
basket, the danger of the spectacular error, is minimized by federalism. 

A common theme in recent writings on politics in advanced industrial 
societies has been that of “overloaded governments” or the “crisis of 
governability.””. There are many versions of such analyses, but two 
dimensions are especially relevant to federalism. On one hand, the 
analyses point to the problem of “span of control” within governments. 
Simply put, how is it possible to coordinate a public service as massive, 
complex, and internally divided as that of most contemporary govern- 
ments? The growth of bureaucracy and the proliferation of quasi- 
independent regulatory agencies and Crown corporations make govern- 
ment virtually impossible to describe and comprehend. It is even more 
difficult to think of it as an instrument which can be directed to clear 
public purposes. The continual reorganizations, involving the creation 
of new central agencies and experimentation with new analytical tech- 
niques, is powerful testimony to the pervasiveness of the problem. 
Federalism certainly does not overcome this problem of “span of con- 
trol,” especially in larger provinces such as Ontario or Quebec; but it 
greatly attenuates it, breaking the vast apparatus of the administrative 
state into somewhat more manageable units. It spreads responsibility 
among many units, each with the ability to act. Paralysis and immobility 
are not only features of federalism; they are equally, if not more, a 
problem for unitary states faced with complex, diverse societies with 
multiple interests. The more that political responsibility for the bewilder- 
ing array of contemporary problems is concentrated in a single authority, 
the more some interests are likely to be neglected or the government to 
be immobilized. 

The other version of “overload” focusses on the increase in citizen 
demands on expectations of government. Government is seen to be 
overwhelmed by often contradictory pressures. This problem is likely to 
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be all the greater to the extent that all such pressures are directed at a 
single political authority. Federalism diffuses these demands over a 
much wider set of institutions with the capacity to react. It provides a 
greater ability to respond. This is especially true when interests or 
preferences are regionally divided. While, as we have noted, it is cer- 
tainly possible for a single authority to produce regionally differentiated 
policies, federalism is explicitly designed to do so. To spread demands 
over many units, in short, is to reduce the burdens on any one of them. 

This in turn enhances the capacity of the federal system to manage 
conflict. Again, if all societal divisions were played out within a single 
government, the system might well become paralyzed. Moreover, froma 
system’s point of view, focussing all conflict on a single institution could 
pose a greater threat to stability. It has been pointed out that in the 
student revolts of the late 1960s, the result in France was a crisis for the 
whole political régime: the Fifth Republic itself was called into question. 
But in the United States, with its fragmented and divided authority, the 
strain was spread much more widely; at no point was the system as a 
whole in question. Decentralized systems, in short, seem more elastic, 
at once being more open to the expression of conflict and more able to 
accommodate it. 

From the citizen’s perspective, too, the virtues of federalism seem to 
be more rather than less relevant in the contemporary era. One of the 
trends of modern society and economy has been the drive for centraliza- 
tion and concentration, not only in the political sphere but in many other 
areas as well. We have witnessed the development of a global economy, 
the development of national and international corporations, the spread 
of values that emphasize a common culture, homogenization, and 
rationalization. Many of the forces which impinge on us seem to suggest 
not only a submergence of distinctiveness but also the loss of the ability 
of the individual to comprehend them, much less influence them. In 
response to these forces, there has been an opposite reaction: the search 
for individuality, the re-emphasis on smaller, more distinctive, unique 
communities, a search for a more comprehensible, accessible plane of 
existence. This dialectic between the forces of centralization and 
decentralization is one with which Canadians have long been familiar. It 
is a dialectic that is likely to play a more and more important role. Fed- 
eralism is by no means a perfect means for expressing it, but it is, nev- 
ertheless, one with which we have had long experience and which equips 
us, perhaps better than unitary societies, to function in a creative way. 

For all these reasons, we conclude that federalism is more than our 
particular institutional hurdle. For allits flaws, it endows Canadians with 
an institutional strength that is worth celebrating. To argue in this way 1s 
not to take a Panglossian view that everything is for the best in the best of 
all federalist worlds. We have identified a great many weaknesses in 
Canadian federalism. Reform remains on the agenda. Our argument is 
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that federalism has always been, and will continue to be, a complex 
process of accommodation and balancing, and that reform should be 
directed primarily toward reaffirming the strengths with which we began: 
the federalist virtues of policy flexibility, of responsiveness to citizens, 
and of balancing the community loyalties that are at the heart of Cana- 
dian identity. 


Notes 


CHAPTER 2 


1. See any standard public finance textbook for a more complete treatment, e.g., Mus- 
grave and Musgrave (1973). 


CHAPTER 4 


1. For reviews of this literature, see Esman (1977); Rokkan and Urwin (1983); and 
Teryakian and Rogowski (1985). 


CHAPTER 8 
1. For a careful assessment of this judgment, see Russell et al. (1982). 


CHAPTER 9 


1. See, further, Canada Mortgage and Housing Corporation; Minister of Finance Canada, 
Minister of National Health and Welfare and Attorney-General Canada v. Robert 
James Finlay, leave to appeal heard 29 February 1985. 


CHAPTER 10 
1. The excerpts are from various sources and are quoted in Dunn (1983). 


CHAPTER II 
1. Banting and Simeon (1983); and Romanow, Whyte and Leeson (1984). 


CHAPTER 12 
1. Jean-Louis Roy, Le Devoir, 1 June 1985. 


CHAPTER 15 


1. See, for example, Balassa (1982); Krauss (1978); Lipsey et al. (1982); and Machlup 
(1977). 


CHAPTER 18 
1. For the 1974 figures, see Table 5 in Whalley (1983, p. 178). 
2. For the 1974 data, see Whalley, ibid., p. 175. 


3. A partial list of references would include Safarian (1974), (1980); Chrétien (1980); 
Maxwell and Pestieau (1980); and Trebilcock et al. (1983). 


4. “All articles of Growth, Produce or Manufacture of any one of the Provinces shall. . . be 
admitted free into each of the other Provinces.” 


CHAPTER 19 

1. Fora survey of some of this evidence, see Cousineau (listed in Appendix A). 

2. Office of the Prime Minister, Release, 12 Jan. 1982, cited in Aucoin and Bakvis (listed in 
Appendix A). 

CHAPTER 20 

1. Gerald Bouey, cited in Courchene (listed in Appendix A). 

2. These figures are from Department of Finance Economic Review, various issues. 
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